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SuscHaPTEeR G or CHAPTER 1 of the new Internal 
Revenue Code of 1954, is a part of Title 26 of the 
United States Code, superseding the former tax 
law with respect to corporations formed or 
availed of for the purpose of avoiding the income 
tax on shareholders. Part 1 of subchapter G, 
Code sections 531 through 537 deals with “Cor- 
porations Improperly Accumulating Surplus”. 
The provisions of this subchapter are effective for 
all taxable years beginning after December 31, 
1953, except with respect to the mailing of a 
“deficiency notice” as provided in 534 (e). 

The new law terminology which, in my opinion, 
is much easier to read and understand, is dif- 
ferent in many respects from the old section 102 
of the 1939 Code. The new law provides for an 
assessment of an “accumulated earnings tax” on 
the statutory “accumulated taxable income” after 
application of an “accumulated earnings credit”. 
Other important changes contained in the new 
law, are 

1. Shifting of the burden of proof from the 
taxpayer to the Internal Revenue Service, under 
certain circumstances. 

2. Requiring of the Internal Revenue Service 
that an advance notice be sent to taxpayers with 
respect to the intention of assessing an accumu- 
lated earnings tax, and prior to the mailing of the 
statutory “deficiency notice”. 

3. Providing for the taxpayer to make a state- 
ment on the grounds on which it relies in its 
defense of retaining earnings, and in answer to 
the notification mailed by the Internal Revenue 
Service. 

4. Providing for (and defining) an “accumu- 
lated earnings credit” based upon the reasonable 
needs of the business, and specifically providing 
that the “reasonable needs of the business” will 
include the “reasonably anticipated needs of the 
business”. 

5. Providing for a statutory minimum credit of 
$60,000, intended to encourage and help newly 
organized and small corporations. This credit is 
available to corporations who have not accumu- 
lated a surplus in excess of $60,000. 

6. Specifically providing for a “dividend de- 
duction” to include all dividends paid on or 
before the 15th day of the third month following 
the close of the taxable year. 


Imposition of accumulated earnings tax 
A penalty tax is imposed by Section 531 which 
is in addition to all other taxes imposed by 


How the old Sec. 102 has been changed in the new law 


Chapter I of the Internal Revenue Code. The 
rates are the same and applicable to the same 
amount brackets as in the old law (1939 Code) 
formerly Section 102(a). The law reads as 
follows: 
“Section 531.—In addition to other taxes im- 
posed by this chapter, there is hereby imposed 
for each taxable year on the accumulated taxable 
income (as defined in section 535) of every cor- 
poration described in section 532, an accumu- 
lated earnings tax equal to the sum of — (1) 
27% percent of the accumulated taxable income 
not in excess of $100,000, plus (2) 38% percent 
of the accumulated taxable income in excess of 
$100,000.” 
Corporations subject to the tax 

Every corporation not specifically exempted 
under section 532(b) is subject to the provisions 
of the general rule. Even though it may not have 
been formed for the purpose of avoiding the in- 
come tax on shareholders it may have, at some 
time during its existence, been availed of for that 
purpose. Whether the corporation has been used 
or availed of for that purpose during any taxable 
year is determined with respect to each separate 
and closed taxable year. Although the accumu- 
lated earnings tax is based upon the accumu- 
lated taxable income for each separate taxable 
year, the accumulated earnings of prior years has 
an important bearing on the computation of the 
accumulated earnings credit for the taxable year, 
particularly where the statutory minimum credit 
is used. The words and the phrasing of the new 
law is different but the meaning and intent has 
not changed from the old provisions of the 1939 
Code. The new law says: 
“Section 532(a) General rule.-—The accumu- 
lated earnings tax imposed by section 531 shall 
apply to every corporation (other than those 
described in subsection (b)) formed or availed 
of for the purpose of avoiding the income tax 
with respect to its shareholders or the share- 
holders of any other corporation, by permitting 
earnings and profits to accumulate instead of 
being divided or distributed. 
“Section 532(b) Exceptions. — The accumulated 
earnings tax imposed by section 531 shall not 
apply to — (1) a personal holding company (as 
defined in section 542), (2) a foreign personal 
holding company (as defined in section 552), or 
a corporation exempt from tax under subchapter 
F (section 501) and following) .” 
—C. S. Lowrimore, Sr. 


























Planning to avoid tax for improperly 


accumulating corporate surplus 


by Charles S. Lowrimore, Sr. CPA 


The old Section 102 brought relatively few taxpayers into court, but it did figure importantly in very 


many management huddles to escape its bite. The new law eases up on corporations accumulating 


surplus, but there still are dangers, and careful planning is still necessary to avoid incurring the tax. 


his article explains the new provisions, compares with the old, suggests ways to present the facts 


F IT IS ESTABLISHED, as a fact, that the earnings 

and profits of a corporation have been permitted 
to accumulate beyond the reasonable needs of the 
business, or beyond the reasonably anticipated needs 
of the business, then such accumulation shall be 
and is “determinative” of the purpose to avoid the 
income tax with respect to the shareholders of the 
corporation, unless the corporation is able, by pro- 
ducing a preponderance of convincing evidence, to 
prove that no such purpose existed. See Section 
533 (a) below. 

The word “determinative” indicates the power to 
determine or direct to a certain or specific end or 
to a conclusion. And under these circumstances the 
determination will inevitably result in a deficiency 
assessment of the accumulated earnings tax. How- 
ever, the accumulated earnings tax would not be 
assessable if the taxpayer corporation could make 
a definite and convincing showing that the prohib- 
ited purpose did not exist. 


What is prohibited purpose? 

There are circumstances and conditions that would 
show, definitely, that retention of earnings was not 
for the purpose of avoiding the tax on the share- 
holders of the corporation, or on shareholders of 
any other corporation. 

The statute does not say that there are such 
circumstances or conditions, however, in the exam- 
ple following such circumstances and conditions do 
exist, and in my opinion would definitely show that 
the prohibited purpose did not exist. 

A corporation is owned by several individuals of 
a family, who are also interested in activities as in- 
dividuals and or members of a partnership, the same 


members of the family own stock in a second cor- 
poration, and the second corporation owns some 
stock in the first corporation. 

Corporation A earns a profit for the taxable year 
in excess of the accumulated earnings credit, but 
does not divide or distribute the earnings of that 
year. Corporation B would be entitled to a portion 
of the earnings and profits if divided or distributed. 

The individuals, as such, and as partners in a 
partnership suffer operating losses that would more 
than equal any dividends that could be distributed 
to them through Corporation A or corporation B 
for the taxable year. 

In this example no income tax would be payable 
even if the earnings and profits of the corporations 
had been divided or distributed, therefore the pur- 
pose to avoid the income tax is absent, and the 
corporation under Section 533 (a) would not be 
subject to the accumulated earnings tax. Since there 
could be no purpose to avoid in this example, there 
would be no need for examination of the succeeding 
sections of subchapter G. 

If the corporation fails to prove that the prohibited 
purpose (as provided in Section 533 (a) ) does not 
exist it would then be necessary that the corporation 
show by other means that it was not subject to the 
accumulated earnings tax. The corporation would 
determine its “accumulated earnings credit” based 
upon its reasonable needs or its reasonably antici- 
pated needs of retaining the earnings and profits. 
It is just as important under new law as it was under 
the old 1939 Code that the corporation maintain 
adequate records in support of its need for the 
accumulation and retention of earnings and profits. 

The new law, like the old law, is basically de- 
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pendent upon one principal prohibition. You must pated needs for investment in plant or other assets. 


not use the corporation to avoid the income tax on 
the shareholders. The old Regulations say: “It is 
not intended, however, to prevent accumulations of 
surplus for the reasonable needs of the business if 
the purpose is not to prevent the imposition of the 
surtax.” The new Regulations will probably provide 
a slight change, which may read substantially as 
follows: It is not intended, however, to prevent ac- 
cumulations of earnings and profits for the reason- 
able needs or the reasonably anticipated needs of 
the business if the purpose is not to prevent the 
imposition of the income tax on shareholders. 


Determining the need for accumulation 
1954 Code — Section 533 (a) Unreasonable Ac- 
cumulation Determinative of Purpose.— For pur- 
poses of section 532, the fact that the earnings and 
profits of a corporation are permitted to accumulate 
beyond the reasonable needs of the business shall 
be determinative of the purpose to avoid the income 
tax with respect to shareholders, unless the corpora- 
tion by the preponderance of the evidence shall 
prove to the contrary. 

Section 533(b) Holding or Investment Company. 
— The fact that any corporation is a mere holding 
or investment company shall be prima facie evidence 
of the purpose to avoid the income tax with respect 
to shareholders. 


The questions the taxpayer must answer are: 
What are the reasonable needs of the business, or 
the reasonably anticipated needs of the business? 
And, how are you to determine the reasonable, im- 
mediate, needs and the reasonably anticipated future 
needs of the business? 

Every corporation has its own individual financial 
problems. For this reason no standard formula has 
been devised that may be applied to all corporations. 
However, there are some general rules that may be 
used in making a clear cut determination of the 
amount of reasonable retention of earnings and 
profits. 

The old regulations stated: “Undistributed income 
is properly accumulated if retained for working 
capital needed by the business; or if invested in 
additions to the plant reasonably required in the 
business; or if in accordance with contract obliga- 
tions placed to the credit of a sinking fund for the 
purpose of retiring bonds issued by the corporation.” 
The minor changes in the first 3 sections of subchap- 
ter G would indicate that the old regulations would 
be substantially followed in the new regulations. 

However, in my opinion, the new regulations 
should expand the provision with respect to working 
capital to include liquidation of long-term debt not 
included in current liabilities and in determining the 
amount of working capital; and similarly that the 
new regulations provide for the reasonably antici- 





The existence of a large accumulation of earnings 
and profits (surplus) does not mean that such ac- 
cumulation is vulnerable to the imposition of the 
accumulated earnings tax imposed by Section 531. 
The financial position of the corporation shown by 
the balance sheet as of the close of the taxable year 
will reflect the cash or liquid condition at that par- 
ticular time. For the “accumulated earnings tax” 
to be applied, it is my opinion that the liquid assets 
must be in an amount exceeding the cash require- 
ments for a proper and efficient operation of the 
business. The efficient operation and management 
of business is not limited to assets, liabilities and 
the equities shown by the balance sheet at the close 
of a taxable year. Usually, and this is particularly 
true of a natural business year closing, the balance 
sheet will show the most favorable position of the 
corporation, with cash or liquid assets at the highest 
level, with receivables and inventories at the lowest 
level, and normally with current liabilities at the 
lowest level. The liquid assets, cash and readily 
marketable securities, are used to pay liabilities, 
finance receivables and inventory or to acquire 
property assets. The cash account should be ana- 
lyzed for the entire year, for the purpose of ascer- 
taining the cash requirements throughout the year. 
This analysis will reveal the possible need for actual 
borrowing during a taxable year. Even though at 
a taxable year closing date the corporation may 
show an impressive liquid position it can not be 
said that it is excessively liquid until such time as 
there is an excessive amount of free cash or market- 
able securities throughout the entire year. 

Most corporations in this country have developed 
from a small beginning. Expansion and growth re- 
quires additional facilities and organization. The cor- 
poration with definite plans for expansion of its 
activities may retain earnings and profits, without im- 
position of the “accumulated earnings tax,” for the 
purpose of financing such expansion and growth. 
(Senate Finance Committee Report, Section 537). 
The contemplated expenditures should be based on 
reasonable estimates of the future potentialities, 
showing a need for retention of earnings and profits. 
The plans for the anticipated needs of the business 
should not be vague or uncertain, but should be 
based upon reality, supported by actual computa- 
tions of estimated costs. The most convincing proof 
is the actual commitment or executed contract re- 
sulting from plans and negotiations. 


Burden of proof 

1954 Cope—Section 534 (a)—General Rule.—In any 
proceeding before the Tax Court involving a notice of 
deficiency based in whole or in part on the allega- 
tion that all or any part of the earnings and profits 
have been permitted to accumulate beyond the rea- 
sonable needs of the business, the burden of proof 














with respect to such allegation shall — (1) if notifi- 
cation has not been sent in accordance with sub- 
section (b), be on the Secretary or his delegate, or 
(2) if the taxpayer has submitted the statement de- 
scribed in subsection (c), be on the Secretary or 
his delegate with respect to the grounds set forth 
in such statement in accordance with the provisions 
of such subsections. 


In certain circumstances, provided by new rules 
in the 1954 Code, the burden of proof is shifted to 
the Internal Revenue Service, with respect to the 
corporation’s need for accumulating earnings and 
profits. In any proceeding before the Tax Court 
which involves a notice of deficiency which in whole 
or in part alleges that all or any part of the defi- 
ciency is based upon an improper accumulation of 
earnings and profits, the burden of proof is on the 
Internal Revenue Service (1) if the statutory ad- 
vance notice as required by Section 534(b) has not 
been sent to the taxpayer corporation, and (2) if 
the required advance notice has been sent to the 
taxpayer corporation and the taxpayer corporation 
has submitted the statement required by section 
534(c) as an answer to the advance notice or “noti- 
fication.” 


Notification by secretary 

1954 Cope— Section 534(b) — Before mailing the 
notice of deficiency referred to in subsection (a), 
the Secretary or his delegate may send by registered 
mail a notification informing the taxpayer that the 
proposed notice of deficiency includes an amount 
with respect to the accumulated earnings tax im- 
posed by section 531. 


To avoid bearing the burden of proof, the Internal 
Revenue Service must send by registered mail a 
notification, in advance of the “notice of deficiency,” 
informing the taxpayer that the proposed notice of 
deficiency will include an amount with respect to 
the accumulated earnings tax. The mailing of this 
advance notice to the taxpayer relieves the Internal 
Revenue Service of the burden of proof only if the 
taxpayer fails to submit the statement as required 
in Section 534(c). 

The mailing of the advance notice or “notification” 
by the Internal Revenue Service to the taxpayer 
then places the burden upon the taxpayer until such 
time as the taxpayer has complied with the require- 
ments of Section 534(c). The law provides that, 
after the mailing of the notification, the taxpayer 
may submit a statement of the grounds on which 
the taxpayer relies to establish that al] or any part 
of the earnings and profits have not been permitted 
to accumulate beyond the reasonable needs or rea- 
sonably anticipated needs of the business. The state- 
ment submitted by the taxpayer in answer to the 
notification must be within the time limit prescribed 
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by regulation, which time can not be less than 30 
days. In my opinion, the Regulation should provide 
for a time limit of not less than 90 days for the filing 
of the answer to the notification. The failure on the 
part of the taxpayer to submit such statement with- 
in the prescribed time limit will relieve the Internal 
Revenue Service of the burden of proof, and shift 
the burden to the taxpayer. 

The law is silent as to the form of notification to 
be sent by the Internal Revenue Service to the tax- 
payer. The notification should contain full infor- 
mation as to the basis for the net amount of the 
“accumulated earnings income” showing the applica- 
ble adjustments as provided in Section 535 (a) and 
(b), and the amount of the “accumulated earnings 
tax” proposed for assessment. 


Statement by taxpayer 

1954 Cope — Section 534(c)—Within such time (but 
not less than 30 days) after the mailing of the noti- 
fication described in subsection (b) as the Secretary 
or his delegate may prescribe by regulations, the 
taxpayer may submit a statement of the grounds 
(together with facts sufficient to show the basis 
thereof) on which the taxpayer relies to establish 
that all or any part of the earnings and profits have 
not been permitted to accumulate beyond the rea- 
sonable needs of the business. 


The law requires that the “Statement by Tax- 
payer” contain the grounds on which the taxpayer 
relies, “together with facts sufficient to show the 
basis thereof.” The statement made by the taxpayer 
should contain full and complete information based 
upon the facts, and supported by documented evi- 
dence. It is suggested that such a statement begin 
with the financial condition of the taxpayer at the 
close of the taxable year, setting forth clearly the 
cash or liquid position at that time, and supple- 
mented by an analysis of the cash requirements for 
the past and succeeding year. 

For exarnple, the three balance sheets in Exhibit I 
indicate on their face that the danger point may 
have been reached, but that is only at the closing 
date. What takes place between the closing date 
and the peak of the operating season of the succeed- 
ing taxable year is relatively important in making a 
decision. 


Cash requirements — The cash requirement analy- 
sis should set forth, for the past year or years, the 
need for financing of receivables and inventories 
throughout the entire year, with stress on the peak 
periods for such financing, and with specific empha- 
sis on the periods during the year or years that 
borrowing was necessary to properly operate the 
business. The same type of analysis should be made 
ror the year or years, as the case may be, which 
immediately follow the close of the taxable year on 
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which the Commissioner is proposing assessment of 
the “accumulated earnings tax.” 


Anticipated needs for surplus — The plans for future 
expansion and growth which contemplate expendi- 
tures for property assets or the acquisition of other 
companies or an interest in other companies as sup- 
pliers or sales outlets should be set forth in the 
statement in clear and chronological order. These 
plans should be supported by documented evidence, 
which would include copies of the corporate minutes 
revealing the history and development of the proj- 
ect, the subsequent authorization and among other 
things the maps, preliminary surveys, engineers re- 
ports, architects drawings and proposals, purchase 
orders, copies of offers to buy, commitments and 
contracts. For example, in the case of a large user 
of timber, it could first be shown the need for addi- 
tional timber sources to provide the raw material 
for the planned expansion of output. The minutes 
of the corporation would show the action of man- 
agement in its effort to procure timber tracts, the 
files of the company would contain a record of the 
efforts made to locate timber within a reasonable 
distance from the manufacturing plant, the offers 
to buy certain tracts, the timber cruise of the tracts, 
the valuation of the tracts, and finally the actual 
purchase of the tracts. 

In my opinion the relationship between current 
assets and current liabilities is a fact which should 


Exhibit I 
ASSETS 
Taxpayer A Taxpayer B Taxpayer C 








Re Seeree 



































scat beogateenaeee $100,000 $100,000 $ 50,000 
Marketable securities .............. 100,000 100,000 0 
Total liquid assets -........... 200,000 200,000 50,000 
Accounts & notes receivable.... 50,000 50,000 50,000 
Inventories ........ 50,000 50,000 50,000 
Total Current Assets........ 300,000 300,000 150,000 
Property — plant etc................. 500,000 500,000 500,000 
RN NINE ot emicgdlacecat 100,000 100,000 50,000 
TOTAL ASSETS .... ....$900,000 $900,000 $700,000 
LIABILITIES 
Accounts and notes payable....$ 50,000 $150,000 $ 50,000 
Mortgages payable—long term 200,000 none none 
Total Liabilities .............. 250,000 150,000 50,000 
SHAREHOLDERS’ EQUITIES 
Capital stock outstanding........ 500,000 500,000 500,000 
Surplus at beginning of year.... 50,000 150,000 50,000 
Earnings and profits for year.... 125,000 150,000 100,000 
Dividends paid in taxable year (25,000) (50,000) none 
TOTAL LIABILITIES & 
ere $900,000 $900,000 $700,000 











be emphasized. Exhibit I shows three companies 
with radically different current positions. 

In all three cases the current assets exceed the 
liabilities, however, only in the case of Taxpayer B 
do the liquid assets exceed the liabilities. Divi- 
dends can be paid only out of cash (in the ex- 
amples). The cash is needed in A to liquidate 
liabilities. Taxpayer B would be subject to the 
accumulated earnings tax, based on the balance 
sheet, unless the retained earnings were needed for 
purposes other than for liquidating recorded obli- 
gations. Taxpayer C definitely would not be subject 
to the accumulated earnings tax, since the retained 
earnings are necessary to pay off obligations and 
to maintain adequate inventories. 


Jeopardy Assessment 

1954 Cope — Section 534(d) — If pursuant to section 
6861 (a) a jeopardy assessment is made before the 
mailing of the notice of deficiency referred to in 
subsection (a), for purposes of this section such 
notice of deficiency shall, to the extent that it in- 
forms the taxpayer that such deficiency includes the 
accumulated earnings tax imposed by section 531, 
constitute the notification described in subsection 
(b), and in that event the statement described in 
subsection (c) may be included in the taxpayer’s 
petition to the Tax Court.” 


If the Internal Revenue Service should see fit to 
make a jeopardy assessment under Section 6861 be- 
fore the mailing of a notice of deficiency, then and 
only in that case, would the notice of deficiency con- 
stitute the required notification to the taxpayer as 
described in Section 534 (b), and only if the notice 
of deficiency informs the taxpayer that such defi- 
ciency includes the accumulated earnings tax im- 
posed by Section 531. In this event the taxpayer 
has the right to include in his petition to the Tax 
Court the “Statement by Taxpayer” as described 
in Section 534(c). Under these circumstances it 
appears that inclusion of the statement in the peti- 
tion to the Tax Court would place the burden of 
proof on the Internal Revenue Service, but failure 
to include such a statement in the petition to the 
Tax Court would place the burden of proof on the 
taxpayer. 


Effective date 


1954 Copr — Section 534(e) This section shall apply 
only with respect to a notice of deficiency for a tax- 
able year to which this subchapter applies which is 
mailed more than 90 days after the date of enact- 
ment of this title. 


The provisions of the new Code with respect to 
the burden of proof (Section 534), applies to de- 
ficiency notices mailed 90 days after the enactment 


















of the Internal Revenue Code, Title 26, and applies 
only to taxable years beginning after December 31, 
1953. Therefore, the burden of proof provisions will 
be applicable only to the notices mailed after No- 
vember 15, 1954, or 90 days after August 16, 1954. 


Accumulated taxable income 

1954 Copz— Section 535(a) Definition.— For pur- 
poses of this subtitle, the term “accumulated taxable 
income” means the taxable income, adjusted in the 
manner provided in subsection (b), minus the sum 
of the dividends paid deduction (as defined in sec- 
tion 561) and the accumulated earnings credit (as 
defined in subsection (c)). 


The definition and the references to the support- 
ing sections and subsections clearly enumerates the 
steps to be followed in determining the amount of 
the “accumulated taxable income” to which the 
rates provided in section 531 apply. The form for 
determining the taxable amount may be stated as 
follows: 


























The taxable income as taken from form 1120........ $0,000 
Adjustments required under section 535(b): 
Add: 
(3) Special deductions disallowed........................ $0,000 
(4) Net operating loss disallowed..................-....- 0,000 
(7) Capital loss carryover disallowed................ 0,000 0,000 
I tie alec dattonlathe erate goo 0,000 
Deduct: 
(1) Taxes allowable ......... 0,000 
(2) Charitable contributions allowable................ 0,000 
(5) Capital losses allowable 0,000 
(6) Jong-term capital gains allowable.................. 0,000 
(8) Bank affiliates (deduction) allowable.......... 0,000 0,000 
Net adjusted amounit...................----c--s--0-« 0,000 
Deduct: 
Dividends paid deduction (section 561).............. 0,000 
Accumulated earnings credit (subsection (c))-.... 0,000 0,000 
Net Accumulated Taxable Income......................------ $0,000 





Adjustments to taxable income 
1954 Cope — Section 535(b) — For purposes of sub- 
section (a), taxable income shall be adjusted as 
follows: 

(1) Taxes. — There shall be allowed as a deduction 
Federal income and excess profits taxes (other than 
the excess profits tax imposed by subchapter E of 
chapter 2 of the Internal Revenue Code of 1939 for 
taxable years beginning after December 31, 1940) 
and income, war profits, and excess profits taxes 
of foreign countries and possessions of the United 
States (to the extent not allowable as a deduction 
under section 164(b)(6)), accrued during the tax- 
able year, but not including the accumulated earn- 
ings tax imposed by section 531, the personal hold- 
ing company tax imposed by section 541, or the 
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taxes imposed by corresponding sections of a prior 
income tax law. 
(2) Charitable contributions.— The deduction for 
charitable contributions provided under section 170 
shall be allowed without regard to the limitation in 
section 170(b)(2). 
(3) Special deductions disallowed. —The special 
deductions for corporations provided in part VIII 
(except section 248) of subchapter B (section 241 
and following, relating to the deduction for divi- 
dends received by corporations, etc.) shall not be 
allowed. 
(4) Net operating loss.—The net operating loss 
deduction provided in section 172 shall not be 
allowed. 
(5) Capital losses.— There shall be allowed as de- 
ductions losses from sales or exchanges of capital 
assets during the taxable year which are disallowed 
as deductions under section 1211(a). 
(6) Long-term capital gains.— There shall be al- 
lowed as a deduction the excess of net long-term 
capital gain for the taxable year over the net short- 
term capital loss for such year (determined without 
regard to the capital loss carryover provided in sec- 
tion 1212) minus the taxes imposed by this subtitle 
attributable to such excess. The taxes attributable to 
such excess shall be an amount equal to the differ- 
ence between — 
(A) the taxes imposed by this subtitle (except 
the tax imposed by this part) for such year, and 
(B) such taxes computed for such year without 
including such excess in taxable income. 
(7) Capital loss carryover.—No allowance shall 
be made for the capital loss carryover provided in 
section 1212. 
(8) Bank affiliates.— There shall be allowed the 
deduction described in section 601 (relating to bank 
affiliates). 


Section 164 denies a deduction of certain taxes 
for the purposes of the net taxable income for in- 
come tax purposes. For purposes of the accumu- 
lated earnings tax these taxes are allowed to the 
extent and within the limitations shown in section 
535(b) (1), which excludes, as a deduction, the 
excess profits taxes imposed by subchapter E of 
Chapter 2 of the 1939 Code for all taxable years 
beginning after December 31, 1940. The amount 
allowable as a deduction for income, war profits, 
and excess profits taxes imposed by authority of any 
foreign country or possession of the United States, 
is limited to the amount that was not allowed as a 
deduction under Section 164(b) (6) relating to the 
foreign tax credit as provided in section 901. The 
taxes allowable are the accrued taxes for the tax- 
able year, whether paid or not. You do not deduct 
the accumulated earnings tax imposed by section 
531, the personal holding company tax imposed by 
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Section 541 or the taxes imposed by corresponding 
sections of a prior income tax law. 

For income tax purposes the deduction for char- 
itable contributions made by corporations is limited 
by Section 170(b) (2) to 5% of the taxpayer’s 
taxable income. For purposes of the accumulated 
taxable income this limitation does not apply. 
Therefore the full amount of all charitable contri- 
butions made by the corporation during the taxable 
year, which are within the definition of Section 
170(c), are deductible in determining the accumu- 
lated taxable income. 

The special deductions allowable to corporations 
under part VIII of the new Code for income tax 
purposes are not allowed for purposes of determin- 
ing the accumulated taxable income, except with 
respect to the deduction for amortization of or- 
ganizational expenditures as provided in Section 
248. The disallowance for purposes of the accumu- 
lated taxable income refer to Section 242 “partially 
tax-exempt interest”, Section 243 “dividends re- 
ceived by corporations”, Section 244 “dividends re- 
ceived on certain preferred stock”, Section 245 
“dividends received from certain foreign corpora- 
tions” (under the rules of Section 246 as they apply 
to the deduction for dividends received), and Sec- 
tion 247 “dividends paid on certain preferred stock 
of public utilities”. 

The net operating loss deduction allowed under 
Section 172 for income tax purposes is not allowable 
for the purpose of determining the accumulated 
taxable income. 

Section 1211(a) allows losses from the sale or 
exchange of capital assets only to the extent of gains 
from such sales or exchanges for income tax pur- 
poses. For purposes of the accumulated taxable in- 
come the excess of the losses over the gains as dis- 
allowed for income tax purposes are allowed as a 
deduction. 

Section 1201 imposes or permits an alternative tax 
on net long-term gains, if such gains exceed the net 
short-term capital loss, if any, during the taxable 
year for income tax purposes. For the purpose of 
the accumulated taxable income such excess of 
long-term capital gains is allowed as a deduction, 
but such deduction is limited to an amount reduced 
by the difference in the tax computations as re- 
quired in Section 535(b) (6) (A) and (B). 

The taxes referred to in Section 535(b) (6) (A) 
are the income taxes imposed under subtitle A of 
the Code, but excluding the accumulated earnings 
taxes imposed by Section 531. The taxes referred to 
in Section 535(b) (6) (B) are the income taxes 
computed on an amount which excludes from the 
taxable income the amount of the net long-term 
capital gain which is in excess of the net short-term 
capital loss for the taxable year. 

Section 1212 provides for a deduction of a capital 
loss carryover for each of 5 years succeeding the 


taxable year for income tax purposes. For purposes 
of determining the accumulated taxable income the 
capital loss carryover is not allowable. 

Section 601 of the Code provides for a special 
deduction for bank affiliates, subject to certain ad- 
justments. This deduction when qualified under 
Section 601 will be allowed as a deduction in de- 
termining the accumulated taxable income. 


Dividends paid deduction 

After the adjustments provided under Section 
535 (b) the taxable income is further reduced by the 
“dividends paid deduction” as defined in Section 
561 (a) general rule and (b) special rules. The 
general rule provides that the deduction shall be 
the sum of (1) the dividends paid during the tax- 
able year, (2) the consent dividends for the taxable 
year (determined under Section 565) and (3) in 
the case of a personal holding company, the divi- 
dend carryover described in Section 564. The 
special rules applicable require the application of 
Sections 562 and 563. Section 563(a) provides the 
rule for determining the dividends paid deduction 
for purposes of the accumulated earnings tax im- 
posed by Section 531, where the dividend is paid 
after the close of the taxable year; “a dividend paid 
after the close of the taxable year and on or before 
the 15th day of the third month following the close 
of such taxable year shall be considered as paid 
during such taxable year.” Section 563(c) provides 
that “a distribution made after the close of, the 
taxable year and on or before the 15th day of the 
third month following the close of the taxable year 
shall be considered as made on the last day of such 
taxable year.” 


Accumulated earnings credit 

1954 Cope — Section 535(c)(1) General rule. — 
For purposes of subsection (a), in the case of a cor- 
poration other than a mere holding or investment 
company the accumulated earnings credit is (A) an 
amount equal to such part of the earnings and 
profits for the taxable year as are retained for the 
reasonable needs of the business, minus (B) the 
deduction allowed by subsection (b)(6). For pur- 
poses of this paragraph, the amount of the earnings 
and profits for the taxable year which are retained 
is the amount by which the earnings and profits for 
the taxable year exceed the dividends paid deduc- 
tion (as defined in Section 561) for such year. 
Section 535(c)(2) Minimum credit.— The credit 
allowable under paragraph (1) shall in no case be 
less than the amount by which $60,000 exceeds the 
accumulated earnings and profits of the corporation 
at the close of the preceding taxable year. 
Section 535(c)(3) Holding and investment com- 
panies.—In the case of a corporation which is a 
mere holding or investment company, the accumu- 
lated earnings credit is the amount (if any) by 











Avoiding tax on improperly accumulated surplus . * 


which $60,000 exceeds the accumulated earnings and 
profits of the corporation at the close of the preced- 
ing taxable year. 

Section 535(c)(4) Accumulated earnings :and 
profits. — For purposes of paragraphs (2) and (3), 
the accumulated earnings and profits at the close 
of the preceding taxable year shall be reduced by 
the dividends which under Section -563(a) (relat- 
ing to dividends paid after the close of the taxable 
year) are considered as paid during such taxable 
year. 

Section 535(c)(5) Cross reference. — For denial of 
credit provided in paragraphs (2) and (3) where 
multiple corporations are formed to avoid tax, see 
Section 1551. 

The new “accumulated earnings credit” operates 
to reduce the amount of the “accumulated taxable 
income” after the adjustments enumerated in Sec- 
tion 535(b) and after the “dividends paid deduc- 
tion” as defined in Section 561. This new feature of 
the Code provides, under the general rule, that the 
accumulated earnings credit will be an amount 
equal to such part of the earnings and profits of the 
taxable year as are retained for the reasonable needs 
of the business less any deduction allowable under 
subsection (b) (6) relating to the excess of long- 
term gain over short-term loss. 

This credit, attributable to the reasonable needs 
of the business, includes a determination of an 
amount with respect to any reasonably anticipated 
needs of the business and, in my opinion, is the 
most important factor in making a determination as 
to whether or not the corporation may be subject 
to the tax imposed by Section 531. 

Although the Code provides that the “accumu- 
lated earnings credit” (without regard for the mini- 
mum credit) is that part of the earnings and profits 
for the taxable year which are retained for the rea- 
sonable needs and reasonably anticipated needs of 
the business, you will be required to keep records 
that will support a convincing argument and po- 
sition with respect to the immediate and anticipated 
needs of the business. The amount of retained earn- 
ings that will support the credit must be determined 
by management, and such determination must be 
based upon sound business judgment supported by 
facts. 

The Code provides that the amount of earnings 
and profits for the taxable year which are retained 
is the amount by which the earnings and profits for 
the taxable year exceed the dividends paid deduc- 
tion. It is not at all clear as to the meaning of the 
term “earnings and profits for the taxable year”. 
Does it mean the “taxable income” as shown on 
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Form 1120 before adjustments required by Section 
535(b) or does it mean the adjusted taxable income 
after application of the enumerated adjustments re- 
quired by Section 535(b)? This is an important 
question to be answered as indicated by the com- 
parisons following: 


Corporate 
Retained Earnings 
Before Adj. After Adj. 








Taxable income for the taxable year................ $100,000 $100,000 
Adjustments (net reduction) 535(b)-........... 0 20,000 
Net before applying dividends paid deduction... 100,000 80,000 
Dividends paid deduction.......:.........-.....::-0+-00++ 20,000 20,000 
Amount retained under two situations............ $ 80,000 $ 60,000 





If the minimum credit is applied to the above 
computations, and the corporation had an accumu- 
lation of earnings and profits at the end of the pre- 
ceding taxable year in excess of $60,000, under one 
situation a tax may be assessable on $80,000 while 
under the other situation the tax would be assess- 
able on only $60,000, a difference of $5,500 in tax 
liability. 

In one tax service an example is shown where the 
taxable income (without the adjustments required 
by Section 535(b)) is used as the starting point, 
deducting from the taxable amount the dividends 
paid deduction to arrive at the accumulated income 
before applying the “accumulated earnings credit”. 
In my opinion, this should be clarified in the 
Regulations. 


Minimum credit 

The new minimum credit is fixed at $60,000 for 
all corporations, regardless of the taxpayer’s rea- 
sonable needs or reasonably anticipated needs. This 
minimum credit will greatly benefit the newly or- 
ganized and smaller corporations, as they may ac- 
cumulate a total surplus of $60,000 without fear of 
assessment of the accumulated earnings tax. How- 
ever, for corporations who have accumulated earn- 
ings and profits in a prior taxable year in excess of 
$60,000 the minimum credit will not be available. 

The two comparative examples illustrates the ap- 
plication of the minimum credit for years beginning 
after December 31, 1953 (Under the two examples 
it is assumed that the corporations do not have a 
reasonable need or reasonably anticipated need for 
the accumulation and must rely on the minimum 
credit allowed by Section 535(c) (2)): 





Taxable income for the taxable year............ $100,000 $100,000 
Corporation Corporation 
A B 
Taxable income from Form 1120............---.---- $100,000 $100,000 
Adjustments under Section 535(b)................ 0 0 
Less dividends paid deduction........................ 20,000 20,000 
Accumulated income before applying credit.... 80,000 80,000 
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Tentative accumulated earnings credit $60,000 shown on Form 1120 for the taxable year, the 
a ere Se illustrations in Exhibit II show the method of de- 
Accumulated earnings credit — rae & : oo 

“Se ease trees ~~ termining the “accumulated taxable income” for 
Less ensned vietles beainaing the taxable year and the application of the several 

OE eR ae 60,000 sections. 
Accumulated earnings credit — 

RE SIEEN, EP jreiskcacncomicatatcctvenedapsbnaeens none Exhibit II 
Accumulated taxable income Example 1. ' 

(subject 271% rate) ......c.--.n-snssccnsceenseneeeense $ 20,000 $ 80,000 Taxable oe for the taxable year — adjusted........ $100,000 

‘ Less dividends paid on or before 15th 

If either corporation A or corporation B could oe Re Pe eae 25,000 
support a credit under Section 535(c) (1) with 
respect to a reasonable need or a reasonably antici- Accumulated income before accumulated 

‘ : . RI NN i sce Siok Bea ics enact cineca 75,000 
pated need for retention of the earnings, in amounts ; . 
ne £ $20.000 d $80,000 Tentative accumulated earnings credit 

equal to or in excess of $20,000 and $80,000 re- an $60,000 
spectively the accumulated earnings tax under = Adjusted surplus beginning of year................ 25,000 
Section 531 would not be assessable. eal 

The new Code does not define the meaning of Accumulated earnings credit based on minimum.......... 35,000 
“accumulated earnings and profits” at the close of pe 


' : Accumulated taxable income for the taxable year...... $ 40,000 
the preceding taxable year. Some corporations may 


have an accumulation of surplus arising from ap- fxample 2. 





preciation of property values while others may have Taxable income for the taxable year — not adjusted $100,000 
a surplus arising from paid in surplus or from other Adjustments made in accordance with 
sources not attributable to earnings or profits. It is, Section 535(b): 
in my opinion, important that this question be Federal income taxes—subsection (1)........$46,500 

‘ : eT ho Charitable contributions—subsection (2)-..... 1,000 
settled in the Regulations. It is indicated by the Net operating loss—subsection (4)........ —(17,500) 30,000 
language of the Code that only the earnings and 
profits arising from operation of the business would Adjusted taxable income (applying 
be included in the meaning of the phrase “accumu- _ Section 535(b) ) errrr---s-eeeeeeeeeeessssseneeeseeeeeeeneeres 70,000 
lated earnings and profits of the corporation at the Dividends paid during the taxable year...................... 20,000 
close of the preceding taxable year”. Section 535 (a) Balance before accumulated earnings credit.................- 50,000 
defines the “accumulated taxable income” upon Tentative accumulated earnings 
which the tax is to be assessed, beginning with tax- credit — MimiMUM -......2--.-ceoeeceneeconeecnneeenees $ 60,000 
able income, the amount is then adjusted for allow- Earned surplus at beginning of taxable year... 150,000 
able and disallowed amounts, increasing or decreas- a 7 ; Cer Cade tee 

Minimum — accumulated earnings credit...................- none 


ing the taxable income, as the case may be, to an ideotaneneds 
adjusted amount as a base for applying the divi- Accumulated taxable income for the taxable year........ $ 50,000 
dends deduction and the accumulated earnings ae 
credit. In the case of corporations having surplus at 
the end of a taxable year (which closes after De- In both of the examples above the tax would be 
cember 31, 1953) which in part is composed of assessed at the rate of 2742% (on amounts under 
amounts not arising from earnings and profits, it $100,000), unless the corporations could support a 
appears necessary that analysis be made of the credit equal to or in excess of the amounts of 
surplus for the purpose of segregating the earned $40,000 and $50,000 respectively by supporting a 











and unearned surplus. For example, need for the accumulation of the earnings or profits. 
Surplus Surplus 
Before After Holdi ° 
olding or investment compan 
Adjustment Adjustment g P y ? 

Surplus shown by books end of In the case of a mere holding or investment 
A a $150,000 $150,000 company, the accumulated earnings credit is the 
Adjustment for non-profit items.................... 0 100,000 amount (if any) by which $60,000 exceeds the 
Sane ee 150,000 50,000 | 2ccumulated earnings and profits of the corpora- 
Minimum credit Section 535(c) (2).............. 60,000 60,000 tion at the close of the preceding year. This pro- 
vision, in all events, limits the accumulated earnings 
Credit allowable against accumulated taxable credit for a holding or investment company to the 
income for the taxable year.......................- none $ 10,000 minimum of $60,000 as a maximum. Under these 





circumstances the specified corporations having an 
Using in each example the “taxable income” as accumulated surplus in excess of $60,000 on January 

















1, 1954 would not have a credit available for pur- 
poses of the accumulated earnings tax. 


Reducing beginning surplus 

In determining the minimum credit allowable, it 
is provided that the accumulated earnings and 
profits at the close of the preceding taxable year 
shall be reduced by the dividends which under 
Section 563(a) are considered as paid during such 
taxable year. This provision of the law applies 
equally to all subject corporations including the 
mere holding or investment companies. 

For example, a corporation with dividend pay- 
ments on March 14, 1954 or prior in the amount of 
$10,000 would compute its minimum credit as 
follows: 

















Adjusted taxable income in accordance with 535(b).......- $50,000 
Dividends paid during the taxable year............ $20,000 
Less the amount paid before March 15, 1954.... 10,000 10,000 
Balance before accumulated earnings credit......................-- 40,000 
Tentative accumulated earnings credit.............. 60,000 
Earned surplus at January 1, 1954........ $40,000 
Less dividends paid on March 14, 1954 10,000 30,000 
Accumulated earnings credit allowable — 

based on minimum......... RE Eee ke Ae eT 30,000 
Accumulated taxable income for the taxable year............ $10,000 





Although Section 535 (c) (4) provides for reducing 
the accumulated earnings and profits at the close 
of a preceding taxable year by the amount of the 
dividends paid in accordance with Section 563, it is 
evident from the immediately preceding example 
that the corporation gains no advantage. Section 
535 (a) provides that the deduction shall be for the 
dividends paid as defined in Section 561, however, 
Section 563 provides for and allows a deduction, in 
the taxable year, if the dividends are paid within 
the prescribed time limit, in the following year. It 
does not appear to be possible that the law intended 
a double deduction with respect to such payment of 
dividends, as would be the case in the following 
example: 














Adjusted taxable income in accordance with 535(b)........ $50,000 
Dividends paid within the taxable year, which does 

include the dividends paid on March 14, 1954............ 20,000 
Balance before accumulated earnings credit..................-..--- 30,000 
Tentative accumulated earnings credit................ $60,000 
Earned surplus at January 1, 1954........ $40,000 
Less dividend paid March 14, 1954...... 10,000 30,000 
Accumulated earnings credit allowable — 

Ee Rs ans csiceceance ecspieaincanelecee chindcemstinteescienn 30,000 
Accumulated taxable income for the taxable year.............. NONE 
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If the corporation declares a dividend within a 
taxable year, payable after the close of the taxable 
year, the liability would be set up on the corporate 
books, and be included as a payment of a dividend 
in the taxable year. It is my understanding that the 
intent of Section 563(a) is to give credit for divi- 
dends paid before the 15th day of the third month 
following the close of the taxable year, even though 
the declaration of such dividend was made, and the 
liability therefor incurred after the close of the tax- 
able year, but within the prescribed time limit. 
Section 563(c) is authority for this conclusion. 


Denial of accumulated earnings credit 

The $60,000 minimum “accumulated earnings 
credit” is denied to a transferee corporation who has 
acquired after January 1, 1951 its property from 
another corporation, if: (1) the transferee corpora- 
tion was created for the purpose of acquiring such 
property, (2) the transferee corporation was not 
actively engaged in business at the time of such 
acquisition, and (3) after such transfer the trans- 
feror corporation or its stockholders, or both, are in 
control of such corporation during any part of the 
taxable year of such transferee corporation. How- 
ever, the transferee corporation will not be denied 
the use of the $60,000 minimum “accumulated earn- 
ings credit” if it is able to establish by the clear 
preponderance of the evidence that the securing of 
such credit was not a major purpose of the transfer. 
The denial of the credit refers only to the minimum 
credit and does not apply to the “accumulated 
earnings credit” that may be established with re- 
spect to the “reasonable needs of the business” or 
“the reasonably anticipated needs of the business”. 
(See Section 1551.) 

For example, a corporation operating a wholesale 
distributorship has over the years invested funds in 
a hotel and apartment houses. It finds that the 
operation of the hotel and apartment houses is 
subject to liabilities arising from the wholesale 
business, and desires to separate the two operations. 
A new corporation is formed for the purpose of tak- 
ing over the hotel and apartment houses and for the 
purpose of operating the properties as a separate 
entity. The transfer is made in good faith as a bona 
fide business transaction and with the purpose of 
improving the position of the transferor corpora- 
tion, without consideration of the benefits that: 
might come from the “accumulated earnings credit” 
as it might affect the transferee corporation. Under 
these circumstances, it is my opinion, that the “ac- 
cumulated earnings credit” would be allowed to the 
transferee corporation. 


Change of an accounting period 
1954 Cope. — Section 443(b) (relating to computa- 
tion of tax on change of annual accounting period) 
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shall not apply in the computation of the accumu- 
lated earnings tax imposed by Section 531. 


Congressional purpose in change 


1954 Copse— Section 537.—For purposes of this 
part, the term “reasonable needs of the business” 
includes the reasonably anticipated needs of the 
business. 


The report of the Committee on Finance of the 
United States Senate, part XVII B on page 69 
states: “One of the principal reasons for confusion 
as to application of the Section 102 tax has been the 
lack of adequate standards as to what constitutes 
the reasonable needs of the business. Some of the 
standards informally employed in the past, such as 
the distribution of 70 percent of earnings, have 
been erroneous or irrelevant. More often, in the 
absence of adequate guidance, revenue agents in 
examining cases have applied their individual con- 
cepts as to business needs. 

“As a result some improper criteria developed 
which have led to criticism of the tax on unreason- 
able accumulations. One such principle is the so- 
called immediacy test, under which there must be 
an immediate need for the funds in order to justify 
the retention of earnings. In some cases Section 102 
was applied even though the corporation had defi- 
nite plans for expansion and the bona fides of the 
expansion program were not in question. 

“In order to eliminate the immediacy test, both 
the House and your committee have expressly pro- 
vided in the statute that the reasonable needs of the 
business shall include the ‘reasonably anticipated’ 
needs of the business. It is contemplated that this 
amendment will cover the case where the taxpayer 
has specific and definite plans for acquisition of 
buildings or equipment for use in the business. It 
would not apply where the future plans are vague 
and indefinite, or where execution of the plans is 
postponed indefinitely. 

“The criticism has also been made that, in de- 
termining the reasonable needs of the business, con- 
sideration has been frequently given to events 
occurring after the close of the taxable year. Your 
committee agrees with the House that only the facts 
as of the close of the taxable year should be taken 
into account in determining whether an accumula- 
tion is reasonable. If the retention of earnings is 
justified as of the close of the taxable year, subse- 
quent events should not be used for the purpose of 
showing that the retention was unreasonable in such 


year. However, subsequent events may be consid- 
ered to determine whether the corporation actually 
intended to consummate the plans for which the 
earnings were accumulated. 


“Another subject of controversy in the admin- 
istration of Section 102 has been the use of retained 
earnings for the purpose of acquiring another busi- 
ness enterprise. Under existing interpretations, re- 
tained earnings may be invested in a business enter- 
prise operated directly by the taxpayer, but doubt 
exists as to the operation of such a business through 
a subsidiary corporation controlled by the tax- 
payer. Your committee agrees with the House that 
where the taxpayer has 80 percent or more of the 
voting stock of another corporation, the taxpayer 
should be viewed as though it engaged directly in 
the business of such other corporation. If the tax- 
payer’s ownership of stock is less than 80 percent 
in the other corporation, a factual determination 
should be ntade as to whether the funds are em- 
ployed in a business operated by the taxpayer. 
However, the operation, through stock ownership 
of a personal holding company, an investment com- 
pany, or a corporation not engaged in the active 
conduct of a trade or business should not provide a 
basis for the exclusion of the funds from possible 
application of the accumulated earnings tax.” 


Conclusion 


Although a minimum “accumulated earnings 
credit” of $60,000 is provided in the new law, which 
will be of great help to newly organized corpora- 
tions and to the smaller corporations, the real and 
most important “accumulated earnings credits” for 
all corporations, in my opinion, is provided in Sec- 
tion 535(c) (1) “. the accumulated earnings 
credit as (A) an amount equal to such part of the 
earnings and profits for the taxable year as are re- 
tained for the reasonable needs of the business”. 

Pending the issuance of new regulations, a general 
stop gap Regulation has been issued by the Treas- 
ury Department extending the Regulations under 
the 1939 Code to all provisions in the new 1954 
Code, which correspond to the old 1939 Code, but 
only to the extent and “insofar as any such regula- 
tion is not inconsistent with the new 1954 Code”. 
The decision as to whether a specific regulation 
under the old Code is consistent with the new pro- 
visions of the 1954 Code must be made with extreme 
caution. END 














How to prepare a protest: an IRS 


technical advisor’s suggestions 


by John G. Regan, CPA, 
Appellate Division, Office of the 


District Commissioner, Birmingham 


The following is this author’s personal advice to tax practioners on how to prepare an effective protest 


and conduct an effective conference. The views expressed, of course, cannot be considered official. This 


was written for a meeting of the Alabama Society of CPA’s, and because of its personal nature, the in- 


formal language is preserved here. 


PROTEST IN THE FORM of a letter is generally 

better than in the form of a brief. It is in- 
formal and easier to read. I have found in my 
experience that it’s a generally more satisfactory 
way of getting at the facts. From the point of view 
of the tax practitioner, however, a brief might be 
preferable if the case is subsequently litigated. 

There’s no prescribed form for a protest. Every 
thirty day letter contains “Instructions for Prepar- 
ing a Protest,” but they relate for the most part to 
necessary details; name of taxpayer; symbols on the 
thirty-day letter; years involved; amount of tax in 
dispute, and so forth. 

The logical starting point in preparing a protest is 
the revenue agent’s report, together with a copy of 
the taxpayer’s return. I would never attempt to 
prepare a protest without a copy of the taxpayer’s 
return. If he did not have a copy, I would order one 
from the District Director. It can’t happen often, of 
course, but it has happened that deductions were 
disallowed which weren’t even claimed in the return. 

You know without my telling that you should 
look for all possible adjustments favorable to the 
taxpayer which were not made by the revenue 
agent. 

The revenue agent’s report should be carefully 
studied. All computations should be verified. Be 
sure the facts are as set forth in the report. This 
is the time to resolve all differences as to the facts. 

In the Appellate Division we try to close a case 
with one conference, if possible. Nothing is more 
discouraging than to have the taxpayer or his rep- 
resentative open a conference, being held some time 
after the examination was made, by saying “Before 
we start I want to point out that the facts are not as 
the agent Has them.” There goes all hope of closing 


the case that day. It will be necessary to return the 
case to the Field for a re-examination. Possibly the 
agent has resigned and the case must be assigned 
to a new agent who will make a complete new 
examination. 

Disputes as to facts arise most often when the 
proposed adjustments are based in part on oral 
statements made by the taxpayer to the agent. 

If issue is taken immediately with the agent as 
to the facts, the case is returned to the agent. Often 
the agent and the taxpayer can recall their con- 
versations exactly and determine where the mis- 
understanding arose. Perhaps the taxpayer misun- 
derstood the agent’s questions or he in turn might 
have misunderstood the answers. 

When asked at this time, however, the agent will 
be positive things were as set forth in his report 
and there is little possibility that differences can be 
reconciled to the satisfaction of both. 

The body of the protest should be divided into 
four parts: 

A clear concise statement of the issues. 
The facts as to each issue. 
Applicable law and arguments as to each 
issue. And 

4. Your conclusion with respect to each issue. 

If you agree to some of the adjustments proposed 
by the agent, don’t protest all of them in the belief 
that you will be in a better bargaining position. 
Instead, give the agent a partial agreement and have 
the additional tax agreed to, assessed, or at least 
have your client pay the agreed portion of the tax 
and stop the running of interest. 

If an adjustment proposed by the agent is based 
on the Regulations, or a ruling of the Internal 
Revenue Service, it’s a waste of time to protest the 


on r> 


14 ° 


October, 1954 


The Journal of Taxation ° 


item and hope to obtain relief at the conference 


level. You could mention the item for the record, 


but you couldn’t expect us to hold, for example, 


that the Regulations are invalid. 


The facts should be presented in chronological 


order and all relevant facts should be included. Let 


me give a simple illustration of relevant facts. 


Your client operates light-weight trucks and claims 
depreciation based on a three-year life. The agent 
follows Bulletin F and changes the life to four 








Some Conference and 


To REPRESENT A CLIENT before the Internal Reve- 
nue Service you must file a power of attorney 
and be enrolled to practice before the Treasury 
Department. Too often we are faced with this 
situation. The taxpayer engages a lawyer who 
prepares and files the protest. Before the con- 
ference is held the taxpayer and the lawyer de- 
cide that the services of an accountant are needed. 
At the conference it develops that the lawyer 
holds power of attorney but does not have a card 
to practice; the accountant has a card to practice 
but has no power of attorney. 

If the lawyer assures the Technical Advisor 
that he will apply for a Treasury Card or if 
assurance is given that the accountant will be 
given power of attorney, we can discuss the issues 
in the case but until such time as the lawyer 
does receive at least his temporary card or the 
accountant is given power of attorney, we are 
not permitted to give either the lawyer or the 
accountant information which will show the 
Government’s attitude toward the issues raised. 

The power of attorney should name all persons 
who will be authorized to represent the taxpayer 
and must contain a clause specifically revoking 
any and all powers of attorney previously filed 
in the same case. 

In other words, in the illustration given it is 
not enough to file a new power of attorney nam- 
ing only the accountant. The new power must 
name the lawyer and the accountant, and must 
revoke the power previously filed naming the 
lawyer alone. 

As to the number of copies of the power of 
attorney, you should file one original and one 
executed copy for each year covered by the 
power. The original is kept in the District Di- 
rector’s office and a copy is attached to each of 
the returns for which the power is given. 

The power of attorney is filed with the District 
Director and must be accompanied by a state- 
ment as to fees. In this statement you certify that 
you have or have not entered into a contingent 
or partially contingent fee agreement with your 
client and if you have entered into such an agree- 
ment, that you have or have not reported that 
fact to the Director of Practice. 


Practice Requirements 


About 50% of the powers of attorney filed with 
the Birmingham District Director are not accom- 
panied by the statement as to fees. It then be- 
comes necessary that a letter be written to the 
practitioner reminding him of the requirement 
and requesting the statement. 

If I were in private practice, I would have 
available a sample of a power of attorney giving 
me all-inclusive powers which would be modi- 
fied, of course, according to the wishes of the 
client. At the bottom of the sample I would type 
the statement as to fees. A simple signed state- 
ment would be acceptable, such as the following 
if it is true. 


“This is to certify that I have not entered 
into a contingent or partially contingent fee 
arrangement in the above-described matter.” 


This need be only on the original of the power of 
attorney. It is permissible to use a rubber stamp. 

A final word on powers of attorney. We often 
are obliged to request that the statute of limita- 
tions be extended by Consent Form 872 and in 
the case of a calendar year, the request usually is 
made during your busy season. If your power of 
attorney does not specifically authorize you to 
sign the Form 872, we write you and request 
that you obtain the taxpayer’s signature; you 
write the taxpayer forwarding the form and re- 
quest that he sign it. After he signs the form, he 
probably will return it to you and you must 
forward it to us. 

Several steps can be saved if the power spe- 
cifically authorizes you to sign the Form 872, 
provided, of course, your client wishes to give 
you this authority. 

Every protest prepared by an enrolled prac- 
titioner must contain a signed statement showing 
that he did prepare it and whether or not he 
knows of his own knowledge that the statements 
of fact contained therein are true. This applies to 
all documents filed in the case. 

Of course the proiest must be properly signed 
and sworn to by the taxpayer, but if you, the card 
holder, happen to be a notary public, you can not 
acknowledge his signature. This prohibition also 
applies to all documents filed in the case. 




















years. In the protest you contend for a three-year 
life; you claim that the trucks were used as much 
as 24 hours a day; that the drivers were inexper- 
ienced and abused the trucks or the drivers were 
transients who were careless with the trucks. All of 
these facts might be true but a most relevant fact 
is missing, namely, what happened to the trucks. 
In other words, the best measure of depreciation 
is the taxpayer’s actual experience.*If the trucks 
were used for two years and then traded for a third 
of cost, then your position should be sustained. On 
the other hand, if the trucks lasted four years you 
would have a hard time convincing me that a 
three-year life should be allowed. 


Submit proof with protest 

If your client and the agent are in agreement as to 
some but not all of the facts, mention first those 
facts which are agreed to and submit proof with 
the protest as to those not agreed to. The evidence 
you rely on to prove your facts might consist of 
cancelled checks, invoices, contracts, wills or trust 
instruments. Don’t say simply that these will be 
produced in conference. Submit photostatic copies 
of these documents or at least copies. The originals 
can be brought to the conference but give us a 
chance to study them before the conference. This 
is particularly true with photographs and am- 
biguous documents. 

Photographs are very helpful in the considera- 
tions of values for estate and gift tax cases, but the 
Technical Advisor should be given an opportunity 
to study them long before the conference. 

Suppose an issue turned upon the proper con- 
struction to be placed upon a trust instrument; 
suppose the document consisted of twenty typed 
pages and is produced for the first time in con- 
ference. I wouldn’t attempt to reach a decision 
before studying and digesting the entire trust 
instrument. 

However, if a copy of the instrument had been 
submitted with the protest, we could then be in a 
position to discuss the merits of your contentions. 

A further reason for submitting all of your proof 
with the protest is this: Before any reduction of the 
tax proposed by the agent can be effected based on 
evidence submitted by the taxpayer, such evidence 
must be reduced to writing and sworn to. The 
protest is sworn to, why not submit the evidence 
as part of the protest? 

Following are some other examples of proof to be 
submitted with the protest. 

Your client owns all of the stock of a corporation 
and also has advanced cash to the company. Both 
the stock and the advances become worthless and 
the agent recommends that the advances be treated 
as additional capital invested and accordingly allows 
the advances as a long-term capital loss. 

It is not enough to claim that it was watetmaniih 
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that the advances were temporary and immediate 
repayment was expected. Proof of this statement 
must be given. It may be that the corporation was 
given a very large and unexpected order for manu- 
factured articles which proved to be defective; the 
order was rejected and the articles scrapped. Proof 
of this should be submitted with the protest. 

Or perhaps your client uses the reserve method in 
accounting for bad debts. After establishing a per- 
centage of sales which has been accepted as a 
reasonable addition to the reserve, in the year 
under consideration the percentage is doubled but 
the agent changes the addition to one-half of that 
claimed. Whatever reason the taxpayer had for 
increasing the addition to the reserve, subsequent 
experience should prove useful in determining the 
reasonableness of the addition. It may be that 
during the year credit was extended to a lower 
income group and the increase in the addition to 
the reserve was justified by the increase in subse- 
quent charge-offs. 


Submission of evidence 

If the evidence upon which you rely is too 
voluminous to be copied or photostated, ask for a 
re-examination. If it’s at all feasible, the case will be 
returned to the Field for verification. 

I realize that sometimes due to pressure of other 
work you might file a skeleton protest intending to 
supplement it at a later date. In such a case, submit 
the supplement at the earliest possible date. 


Arguments in the protest 

In the law and argument portion of the protest, 
if you find it necessary to refer to a section of the 
Code or Regulations, it isn’t necessary to quote the 
section. We will refer to the Code or Regulations 
in any event. An exception to this, of course, would 
be if you believed that a particular sentence or 
phrase peculiarly applied to the issue. 

As to Court decisions, only the leading: cases 
should be cited. For example, in a family partner- 
ship case show how the principles set forth in the 
Culbertson decision apply to your client. It would 
serve no purpose to cite 30 or 40 cases favorable to 
the taxpayer. We could cite an equal number of 
cases favorable to the Government. 

Every valid argument based on the facts or on 
equity should be in the protest. When I find it 
necessary to hold against the taxpayer, in writing 
my report, I try to list each argument advanced by 
the taxpayer or his representative and try to over- 
come these arguments. If your arguments are oral 
and not in the protest, the strongest point made by 
you might be overlooked. 

At the conclusion of your protest, set forth 
exactly the adjustments you are seeking based on 
the facts. In the bad debt illustration, if you feel 
that the correct addition to the reserve lies between 
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that. claimed and that shown by the agent, say so. 


Conduct of the conference 

In the actual conference, we are there to discuss 
the case with you and to listen to anything you 
have to say. Of course, our time is limited and we 
can allocate only a certain amount of time to each 
case. You should try to divide the time among the 
issues in accordance with their importance. Some- 
times t®vo or three hours are consumed discussing 
a $100 item, leaving only an hour or so to discuss 
a $10,000 adjustment. 

In Appellate Division conference procedure, all 
proposals for settlement of tax cases come from the 
taxpayer or his representative, whether the pro- 
posal is for the full deficiency, no deficiency, or some 
amount in between. 

In a case where there are substantial uncer- 
tainties as to the correct application of the law to a 
particular issue, the Appellate Division will give 
serious consideration to an offer of settlement which 
fairly reflects the strength or weakness of the 
opposing views. By this I do not mean a settlement 
based on nuisance value to either party. 

If I were in private practice and felt that a doubt- 
ful case should be settled without litigation, I would 
always make a proposal of settlement even though 
the Technical Advisor would not recommend ac- 
ceptance of the offer. 

When we write up a case, our report is divided 
into sections as I suggested you divide the protest, 
except we have one additional section, namely the 
taxpayer’s proposal. 

After introductory remarks, we have Issues, Pro- 
posal of Settlement, Findings of Fact, Law and 
Argument, and Conclusion. Before a reviewer reads 
the findings of fact and law and argument, he is 
faced with the taxpayer’s proposal. 

Suppose you feel that the case should be settled 
for 50% of the proposed deficiency, but the Advisor 
recommends rejection. The reviewer is fully aware 
of your offer as he reads the entire report and might 
feel that the offer should be accepted. 

On the other hand, if you make no offer, the 
reviewer is equally aware of this fact and even if 
he feels that the case should have been settled for 
50%, he would not reverse the Advisor. 


Human factor can’t be ignored 

To conclude my remarks, in preparing a protest, 
remember that the agent has made his recommenda- 
tions which possibly have been considered by his 
group supervisor; the report has been approved by 
the review section of the District Director’s office; 
and the report was released over the signature of 
the District Director. You are asking us to hold 
not only that your position is correct, but that the 
agent and his reviewing officers were wrong. 
If the agent makes ten adjustments to income and 





it develops that only one should have been made, 
we can’t write a report showing income reported by 
the taxpayer to which we add one adjustment. We 
must begin with net income as shown by the agent’s 
report and work backward explaining in detail how 
the agent was in error as to each of the conceded 
issues, one through nine. 

So it should be apparent to you why it is easier 
to close cases with the agent or his group super- 
visor. It’s a lot easier for the agent not to make an 
adjustment than it is for me to say he was wrong 
in making it. I cannot emphasize too strongly the 
importance of closing tax cases in the Field, either 
with the Agent or with his Group Supervisor. It’s a 
lot easier in most instances to close cases with the 
agent or group supervisor. Even after the 30-day 
letter is issued, if you believe the case can be 
settled in an informal conference, ask for one. 

After you convince a Technical Advisor that you 
are right and the agent is wrong, your job is fin- 
ished, but remember that the Advisor’s work just 
begins. The Advisor then carries the ball alone and 
stands between the agent and the Advisor’s superior 
officers. He must write such a report as will con- 
vince his superior that the agent was in error. 
Therefore, you should give the Advisor every pos- 
sible reason which might justify his decision. ENnp 
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Section 3771 of the 1939 Code says: 

(a) Rate — Interest shall be allowed and paid 
upon any overpayment in respect of any internal 
revenue tax at the rate of 6 per centum per 
annum. 

(b) Period — Such interest shall be allowed 
and paid as follows: 

(1) Credits — In the case of a credit, from the 
date of the over-payment to the due date of the 
amount against which the credit is taken, but if 
the amount against which the credit is taken is an 
additional assessment of a tax imposed by the 
Revenue Act of 1921, 42 Statutes 227, or any 
subsequent Revenue Act, then to the date of the 
assessment of that amount. 

Section 6611 of the 1954 Code says: 

(a) Rate — Interest shall be allowed and paid 
upon any overpayment in respect of any internal 
revenue tax at the rate of 6 percent per annum. 

(b) Period — Such interest shall be allowed 
and paid as follows: 

(1) Credits —In the case of a credit, from the 
date of the overpayment to the due date of the 
amount against which the credit is taken, but if 
the amount against which the credit is taken is 
an additional assessment, then to the date of the 
assessment of that amount. 
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Is IRS correct in way it computes interest 


on overassessments and offset deficiencies 


by W. E. Gray, Kentucky Utilities Company 


Inability of taxpayers to recover interest paid when subsequent adjustments have reduced tax due has 


resulted in a feeling of injustice on the part of many taxpayers. This is aggravated when it is realized 


that IRS action seems based on habit and administrative orders rather than on law. The U.S. Supreme 


Court will review two cases this fall, from which may emerge a new treatment of these payments. 


A TREMENDOUS AMOUNT OF INTEREST is paid to 
the government as a result of tax deficiencies, 
particularly since there is in many cases a long 
delay in the settlements involving excess profits tax 
claims for relief under Section 722 of the 1939 
Internal Revenue Code and carry-backs of operating 
losses and unused excess profits credit. Taxpayers 
are impressed increasingly with the fact that the 
Government is reaping revenues which seem to be 
based largely upon practices established by admin- 
istrative action rather than on the basis of a legal 
right. Much of this harvest may be attributed to a 
reluctance of the taxpayer to use the judicial 
process on account of nominal amounts involved. 
In other cases where litigation has developed, the 
courts have not adhered to a strict interpretation 
of the laws. 

The manner of computing the interest period 
of income tax refunds seems to have caused the 
major portion of the trouble involved in the cases 
which the courts have had to decide. This is par- 
ticularly the case where refunds, instead of being 
made in cash, have been credited by the service to 
deficiencies assessed (or to be assessed) against 
the taxpayer. 

A leading case in this field has been Manning v. 
Seeley Tube and Box Company (338 U.S. 561). The 
Seeley Company filed a return and paid the tax 
shown thereon for a fiscal period from January 1, 
1941 to September 30, 1941. On August 2, 1943, the 
Commissioner assessed a deficiency relating to this 
period with interest from the date the tax was 
properly due to the assessment date (August 2, 
1943). On March 3, 1944, taxpayer filed a return 
for the fiscal period from October 1, 1942 to 


September 30, 1943, disclosing a net operating loss 
which, when carried back was sufficient to abate 
the taxpayer’s 1941 liability. Taxpayer filed a claim 
for refund for the portion of the 1941 tax which it 
had paid on filing the return and for abatement of 
the assessed deficiency. The Commissioner abated 
the deficiency but refused to return all of the tax 
which had been paid, retaining an amount (approxi- 
mately $4,500) equal to the interest which had 
been assessed on the deficiency. Suit was brought 
against the Collector for the interest. The Supreme 
Court’s decision was in favor of the Collector. 


Carry-back claimed prior to assessment 

The Court in Seeley expressly refused to con- 
sider the question of whether a different answer 
would be required if a carry-back is claimed prior 
to assessment of the deficiency. There is no statute 
or regulation dealing specifically with a situation of 
this nature. However, the Internal Revenue Service 
has announced that it will impose interest on the 
full amount of the potential deficiency from the 
date prescribed for payment of the original tax 
(generally the due date of the deficiency return) 
to the due date for the loss return, and will impose 
interest on the “tax balance” (after reflecting the 
carry-back) from that date until the date of the 
assessment. 

Soon after the Seeley case came Brandtjen & 
Kluge, Inc. v. U.S., 78 F. Supp. 509 (DC Minn.), 
where the carry-back to 1941 of an unused excess 
profits credit which arose in 1943 resulted in a 
refund of the entire excess profits tax paid for the 
year 1941 including a deficiency assessed in 1943 
against the year 1941. The court followed the same 
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line of reasoning as was developed in the Seeley 
case in reaching a decision in favor of the Govern- 
ment but went further than the Supreme Court 
when it stated, “While interest is to be collected as 
part of the tax, it is not a tax and, therefore, cannot 
be refunded as an overpayment under Section 
322(a) of the 1939 Internal Revenue Code as 
amended, since this section mentions only ‘tax’ and 
does not say specifically ‘interest’.” 

The Internal Revenue Service practice is pretty 
well expressed (whether or not there is sufficient 
statutory provision to justify it) by G.C.M. 26455 
CB 118, which states, “Interest and penalties 
assessed and collected in connection with a Federal 
income tax liability should not be credited or re- 
funded where the tax liability is reduced or elimi- 
nated by net-operating loss carry-backs.” In Brandt- 
jen the deficiency had been assessed and paid, 
whereas, in Seeley it had been assessed but not paid. 
In Seeley the Supreme Court would not commit 
itself on what the result might be in a case such as 
Brandtjen where the “loss return” was filed before 
the assessment of the deficiency against the year 
to which the loss was carried back, yet Brandtjen 
was decided on the basis of the reasoning advanced 
in Seeley. 

The Seeley and Brandtjen cases dealt with years 
prior to 1943. The Individual Tax Act of 1944 added 
a sentence to Section 292 (a) of the Code which is: 
“If any portion of the deficiency assessed is not col- 
lected by reason of a prior satisfaction in whole or 
in part of the tax, proper adjustment shall be made 
with respect to the interest on such portion.” Had 
this sentence been a part of the law when the Seeley 
case was decided, then there would have existed a 
“prior satisfaction in part” and “proper adjustment” 
of interest on such portion would have been in 
order. Perhaps a different result might have been 
reached by the court. Certainly the case would have 
been much stronger. In any event, for any case 
involving years after calendar year 1942, it would 
. seem the Seeley and Brandtjen cases lose much of 
their value because of this added sentence dealing 
with prior satisfactions. 

In a recent case, the amount in dispute repre- 
sented interest which the taxpayer would have had 
to pay on the deficiency taxes for 1945 and 1946 had 
there been no carry-back losses from the year 1947. 
This case was Meyer Grove & Realty Company, 
decided on April 20, 1953, by the District Court for 
the Southern District of Ohio, Western Division. 
The conclusions of the court were that: 

(1) The liability for tax arises as soon as the 
taxpayer’s return is due and the Government is 
entitled to the amount of the deficiency from the 
date the liability arises. 

(2) The Government, since it had not these de- 
ficiency amounts from the due date of the return 
for the year to which the deficiency belonged, is 


entitled to interest from that date until the liability 
is extinguished whether or not the deficiency is 
assessed. 

It would seem that on the basis of equity and the 
probable intent of Congress, the proper decision 
has been reached, but in consideration of the fact 
that in the Meyer Grove and Realty Company case 
the Application for Tentative Carry-back adjust- 
ment was filed before the deficiencies were assessed 
or even determined, such circumstance might in 
terms of a strict interpretation of the Statutes re- 
quire a result different from that reached by the 
Supreme Court in the Seeley case. 


Should interest run to date of assessment 


There is another situation where it would seem 
the established practice of the IRS is in conflict 
with the statutes although there would appear to 
be no ambiguity in the applicable statute. This 
situation would arise in an example such as this. 

Assume that the returns of a taxpayer are 
examined for the calendar year 1948 and 1949. An 
overassessment is determined for 1948 and a de- 
ficiency for 1949. On November 1, 1950, the tax- 
payer executes a proper Waiver of Restriction of 
Assessment on Form 870. On March 1, 1951, the de- 
ficiency and interest, which is then assessed, is 
exactly and completely offset by the scheduled 
credit of the overassessment for 1948. The final 
treatment thereafter is for the Government to pay 
to the taxpayer the interest on the 1948 over- 
assessment. 


What is the interest period of the overpayment 
causing the overassessment? The established prac- 
tice of the Bureau is that interest is measured from 
March 15, 1949 (the due date of the return for the 
calendar year 1948) until December 1, 1950 (which 
is thirty days after November 1, 1950, the date upon 
which the taxpayer filed Form 870 for 1949). The 
section of the Code (1939 as amended) which pro- 
vides for the payment of interest on overpayments is 
Section 3771 (b) (1). 

The Revenue Service’s position that interest on 
overassessments stops on the thirtieth day after the 
filing of the waiver is contrary to the plain words 
of Section 3771(b) (1). Such practice on the part 
of the IRS means that into Section 3771(b) (1) is 
being read a provision which is a part of Section 
292(a) only. That provision is “. . . or, in the case 
of a waiver under Section 272(d), to the thirtieth 
day after the filing of such waiver.” The fact that 
this specific phrase is a part of Section 292(a) re- 
lating to interest on deficiencies and is not a part of 
Section 3771(b) (1) relating to interest on over- 
payments emphasizes the difference in treatment of 
interest on overpayments, and interest on defic- 
iences. Apparently the service is injecting an 


equitable doctrine of mutuality of interest regard- 




















less of statutory provision stated in plain and un- 
ambiguous language. 

For several years there was only one case squarely 
in point in this controversy, Max Factor & Co. v. 
U.S. (DC Calif. 1951), involving an overassessment 
arising out of a Section 722 claim. In this case the 
overassessment was credited against the deficiencies 
for prior years, and although the taxpayer had 
previously signed a Waiver of Restriction (Form 
874) on the assessment and collection of the de- 
ficiencies, the Court, without an opinion, concluded 
that the taxpayer was entitled to interest on the 
overassessment to and including the date of the 
assessment of the deficiencies against which the 
overassessment was credited. The Government did 
not appeal the decision and has taken the position 
that it will not follow the Factor case on similar 
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issues. However, on December 15, 1953, the U.S. 
District Court for the Southern District of New 
York rendered a decision squarely in point with 
Max Factor. This was Pan American World Air- 
ways, Inc. (a New York Corporation, Plaintiff) v. 
U.S. (defendant). Here the court found for the tax- 
payer, rejecting the Government’s contention that, 
since Code Section 292 (a) precludes the Govern- 
ment from collecting interest after a date thirty 
days beyond the date on which the taxpayer filed 
Form 874, no interest should accrue to the taxpayer 
on the overpayments after the expiration of the 
period when the Government is prevented from col- 
lecting interest on over-all net deficiency. 

On November 25, 1953, the interesting and im- 
portant decision in Surface Combustion Corpora- 
tion v. U.S. in favor of the taxpayer was handed 





THE DEFINITION of the word “deficiency” used in 
Section 292 (a) is found in 1939 Code Section 
v4 Ie 
“(a) In General— As used in this chapter in 
respect of a tax imposed by this chapter, “defi- 
ciency” means the amount by which the tax im- 
posed by this chapter exceeds the excess of — 
“(1) The sum of (A) the amount shown as 
the tax by the taxpayer upon his return, if a 
return was made by the taxpayer and an 
amount was shown as a tax by the taxpayer 
thereon, plus (B) the amount previously as- 
sessed (or collected without assessment) as a 
deficiency, over — 
““(2) The amount of rebates, as defined in Sub- 
section (b) (2), made. 
“(b) Rules for Application of Subsection (a) — 
For the purpose of this section — 
“(1) The tax imposed by this chapter and the 
tax shown on the return shall both be deter- 
mined without regard to payments on account 
of estimated tax, without regard to the credit 
under Section 35, and without regard to so 
much of the credit under Section 32 as exceeds 
2 per centum of the interest on obligations de- 
scribed in Section 143 (a); 
“(2) The term “rebate” means so much of an 
abatement, credit, refund, or other repayment, 
as was made on the ground that the tax im- 
posed by this chapter was less than the excess 
of the amount specified in Subsection (a) (1) 
over the amount of rebates previously made; 
and 
“(3) The computation by the Collector, pur- 
suant to Section 51 (f), of the tax imposed by 
this chapter shall be considered as having been 
made by the taxpayer and the tax so computed 
considered as shown by the taxpayer’s return.” 
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OLD AND NEW CODES COMPARED 


Definition of the word “deficiency” is found in 
1954 Code Section 6211. 
“(a) In General — For purposes of this title in 
the case of income, estate, and gift taxes, imposed 
by subtitles A and B, the term “deficiency” 
means the amount by which the tax imposed by 
subtitles A and B, exceeds the excess of — 
“(1) The sum of (A) the amount shown as the 
tax by the taxpayer upon his return, if a return 
was made by the taxpayer and an amount was 
shown as the tax by the taxpayer thereon, plus 
(B) the amounts previously assessed (or col- 
lected without assessment) as a deficiency, 
over — 
“(2) The amounts of rebates, as defined in sub- 
section (b) (2), made. 
“(b) Rules for Application of Subsection (a) — 
For purposes of this section — 
“(1) The tax imposed by chapter 1 and the 
tax shown on the return shall both be deter- 
mined without regard to payments on account 
of estimated tax, without regard to the credit 
under section 31, and without regard to so 
much of the credit under section 32 as exceeds 
2 percent of the interest on obligations de- 
scribed in section 1451. 
“(2) The term “rebate” means so much of an 
abatement, credit, refund, or other repayment, 
as was made on the ground that the tax im- 
posed by subtitles A or B was less than the 
excess of the amount specified in subsection (a) 
(1) over the rebates previously made. 
“(3) The computation by the Secretary or his 
delegate, pursuant to section 6014, of the tax 
imposed by chapter 1 shall be considered as 
having been made by the taxpayer and the tax 
so computed considered as shown by the tax- 
payer upon his return.” 
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down by the District Court for the Northern 
District of Ohio, Western Division. The case was 
first tried during 1945 in the Tax Court which ren- 
dered its decision in favor of the Government. Here, 
the taxpayer filed its 1941 income and excess profits 
tax returns, the taxes reported thereon having been 
computed without the application of Section 722. 
Examination of these returns resulted in deficiency 
assessment of excess profits taxes which was denied, 
and appealed, the taxpayer claiming that it had in 
fact overpaid its excess profits taxes due to the fact 
that it was entitled to relief under Section 722. 
The case was heard and a deficiency in excess 
profits tax was determined but in a much smaller 
amount than had been determined by the Commis- 
sioner upon examination of the returns. The Com- 
missioner appealed and the U.S. Court of Appeals 
affirmed the decision of the Tax Court. The Com- 
missioner made no further appeal and the taxpayer 
paid the tax together with interest. 

In due time the plaintiff (taxpayer) filed a Claim 
for Refund (Form 843) of the 1941 excess profits 
taxes and interest based upon the relief to which it 
was entitled under Code Section 722. Relief was 
granted by the Excess Profits Tax Council resulting 
in refund of all excess profits taxes previously col- 
lected for the year 1941 but refund of the interest 
was not made. The Government relied upon the 
decision in the Seeley case in its defense against re- 
payment of the interest. The Seeley decision grew 
out of a situation where the subsequent cancellation 
of an assessed deficiency by operation of the carry- 
back provision did not cancel the respondent’s 
obligation to pay the interest assessed on the de- 
ficiency. Relief under Section 722 is not a carry-back 
situation but is a provision of law available to the 
taxpayer not dependent upon the results of a subse- 
quent year’s operation but depending entirely upon 
fact determinable in year for which relief is sought. 

On April 7, 1954, the U.S. Court of Appeals for 
the Second Circuit on appeal from U.S. Dist. Court 
for the Southern District of N. Y. affirmed in part, 
and reversed and remanded in part, the decision of 
the District Court, in Babcock & Wilson Co. v. 
Pedrick, concluding that income taxes and excess 
profits taxes are separate taxes imposed by separate 
legislation separately enacted; that the taxpayer is 
required to employ whichever method provided by 
the Code will produce the lesser excess profits tax 
regardless of the effect upon income tax; that Sec- 
tion 292(a) of the Code requires that deficiency 
interest shall be computed “. . . from the date pre- 
scribed for the payment of the tax .. .)”; that 


The Journal of Taxation ° 


Section 3771(b) (1) directs that interest on over- 
payments shall run “. . . from the date of the over- 
payment,” which has been determined to be the 
date when the total of installments paid exceeds the 
total tax liability for the year. 

The decision in this case was not unanimous and 





a dissenting opinion was written by Judge Frank. 

The Koppers Company, Inc. v. U.S. case was de- 
cided on December 1, 1953, by the U.S. Court of 
Claims, and involved much the same issues as arose 
in the Surface Combustion case, except that the 
interest was on potential deficiencies which were 
never assessed, having been partially eliminated 
after recomputation of the excess profits credit. The 
Henry River Mills Co. case, 110 Ct. Cls. 350 — 1951 
decision was followed but there was one dissent. 
The plaintiff secured judgment with interest as pro- 
vided by law. Certiorari was granted in the case on 
May 17, 1954 and has been placed on the Supreme 
Court Docket for the October 1954 term. 


U.S. Supreme Court actions awaited 

On January 4, 1954, U.S. v. Premier Oil Refining 
Co. of Texas, an important case, was decided in 
favor of the Government by the U.S. Court of 
Appeals for the fifth circuit. The case was on appeal 
from the U.S. Dist. Court for the Northern District 
of Texas where the decision had been in favor of the 
taxpayer. Because of the fact that certiorari was 
granted the taxpayer on June 1, 1954 and the case 
has been placed upon the Supreme Court docket for 
hearing during the October 1954 term, it is, like the 
Koppers Co. case, extremely important. 

The appellee timely filed its income and excess 
profits tax returns for the calendar years 1943, 1944, 
and 1945. Upon examination of these returns by the 
IRS substantial deficiencies in taxes were deter- 
mined, assessed and collected together with interest. 
The appellee timely filed Form 991 applying for 
relief under Section 722 for the three years. The 
Excess Profits Tax Council granted a measure of 
relief to the extent that a recomputation of taxes 
disclosed overassessment of excess profits taxes and 
deficiences in income taxes. The taxpayer filed 
waivers consenting to assessment of income tax 
deficiencies with interest and accepting the overas- 
sessments. However, the interest which the tax- 
payer agreed to pay and did pay did not include 
interest on the excess profits tax deficiencies which 
were found to exist before allowance of relief under 
Section 722. The IRS demanded payment of interest 
on the potential deficiencies determined after relief 
had been granted the taxpayer and it was paid and 
in due time claim for refund on Form 873 was filed. 
These claims were disallowed and the taxpayer 
instituted suit for recovery which is the basis of 
this action. The court herein refused to follow Kop- 
pers, and applied the reasoning developed in Seeley, 
holding that relief arising under the provisions of 
Section 722 is similar in effect to net operating loss 
carry-backs and that interest attaches to potential 
deficiences in excess profits taxes from the due date 
of the return until the date relief is granted under 
the provisions of Section 722. On the basis of that 
reasoning the judgment appealed from was reversed. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & Gift Taxation 


EDITED BY VENAN J. ALESSANDRONI, LI.B. 


More from Rene Wormser on overcoming 


effects of inflation in estate plan 


FAILURE TO PROTECT AGAINST the de- 
structive effects of inflation on the 
estate is one of the gravest and most 
widespread defects in the art of estate 
planning today. Inflation, we think, 
is here to stay. The forces causing in- 
flation are inherent in our society to- 
day, and they are strong. 

Interest in the analysis of this ques- 
tion in our July issue has been so 
great that we have asked Rene Worm- 
ser (of Myles, Wormser & Koch, New 
York) to continue his discussion. He 
has given us the following, which he 
has drawn from a paper he wrote for 
the Tax Institute held by the Univer- 
sity of Southern California School of 
Law.! 


Inflation-proof trusts 

Much can be done in planning trusts 
to protect against the inflation ogre. To 
begin with, irrevocability in a trust is 
a violation of the principle of flexibil- 
ity. There are some instances in which 
an irrevocable trust is desirable; but 
they are surprisingly few; they rarely 
have a simple tax saving as their jus- 
tification. But here is one which may, 
in some cases be justified. Among the 
many types of gift which might be 
considered to hedge against inflation 
is one created in a state which permits 
accumulations of income —there are 
some states like New York which do 
not, except during minority. The ob- 
vious advantage of the accumulation 
trust is that otherwise highly taxed 
income can be subjected to the lower 
tax imposed on a trustee as a separate 
tax paying entity. Thus, the large 
stockholder of a substantial enterprise 
1 Proceedings of this meeting were published 
by Matthew Bender & Co., Albany, N. Y., en- 
titled 1952 Major Tax Problems, $12.50. The 


quotations here are used with permission of 
the copyright holder. 


can set aside part of his holdings in 
such a trust and thus virtually defer 
income to his heirs. A similar theory 
can be used in creating an accumula- 
tion trust by will; or, better yet, a trust 
calling for discretionary income pay- 
ments and the accumulation of unused 
balances of income. The advantages of 
discretionary accumulation trust, have 
however, been considerably diminished 
by five year throwback rule in 1954 
Code. Also, there is the so-called 
“sprinkling” trust, under which income 
may be paid to or among a group of 
beneficiaries, such a trust being used 
to reduce the tax impact. I may seem 
to be getting away from strict inflation 
protection in some of these suggestions, 
but it cannot be denied that future tax 
saving, when there is no serious sacri- 
fice of objectives or basic principles, is 
in itself inflation protection. 

The 1951 amendments regarding the 
taxation of powers of appointment were 
pleasant news to estate planners. It is 
now possible to create a great deal of 
flexibility in a trust without running 
into tax hazards. And so, I recommend, 
in almost every case, most liberal pro- 
visions for the payment and drawing 
out of principal. 

Facing inflation, it may be hazardous 
to force the beneficiary to rely on in- 
come alone. I suggest that the trust 
contain as many of these features as 
the circumstances warrant and permit: 

1. The right in the income benefi- 
ciary to draw principal under the new 
rules of “ascertainable standard” to 
bring his or her income up to the ac- 
customed or desired volume; 

2. The right, with the consent of an 
adverse party, to make inroads even in 
excess of this; 

3. The right in the trustee, or some 
wholly disinterested person in a semi- 
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trust capacity, to direct further princi- 
pal payments; and 

4. The right in someone, by some 
method, to terminate the entire trust. 

Now as to direct powers. The “sav- 
ing of the second tax” through a trust 
can be extended to saving a third trans- 
fer tax and even a fourth through pow- 
ers of appointment. Without incurring 
tax, these can now be wide powers ex- 
cluding from the appointee class only 
the donee of the power himself, his es- 
state and creditors. 

Thus, by a combination of such lib- 
eral powers and liberal rights to draw 
and to pay out principal, successive 
beneficiaries can be given about as 
much freedom as though they actually 
owned the fund involved, and still the 
successive transfer taxes can be le- 
gally and properly avoided. 

Secondary beneficiaries should not 
be forgotten where the size of the trust 
fund will permit. Here I strongly ad- 
vocate the power in a trustee, or in 
someone, to pay out principal to, let 
us say, a son, even during his mother’s 
life, if it is for the purpose of estab- 
lishing a career, or founding or im- 
proving a business, or for some other 
purpose related to the principle that 
working capacity is so vitally impor- 
tant. 


Opportunities in insurance 

When we come to life insurance, 
there are plenty of opportunities for 
an intelligent application of the prin- 
ciples of liquidity and flexibility. 

For most people life insurance is the 
most realistic and valuable estate plan- 
ning instrument. You may well ask at 
this point whether it is not peculiarly 
vulnerable to inflation and if its pur- 
chase may not, in many cases, violate 
the principle of flexibility. The answer 
to both these questions is “yes.” But 
there is no adequate substitute for life 
insurance; we must, therefore, take it 
as it is and do the best we can with it. 
As inflation progresses, the value in 
purchasing power of life insurance de- 
clines. But, at the same time, it is 
being purchased progressively more 
cheaply, in the sense that the succes- 
sive premiums paid have a lower pur- 
chasing power value. More important 
is the “gambling” value of such insur- 
ance. Insurance men hate to have the 
term “gambling” used, but it does de- 
scribe what is most valuable about it. 
In taking out life insurance you gam- 
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ble for the protection of your bene- 
ficiaries. The only way you can lose 
that gamble is by living longer than 
your expectancy (to put it roughly) 
and no one would mind losing in that 
way. So it seems to me that, in an 
inflationary period, instead of abandon- 
ing life insurance, it is the part of pru- 
dence to make progressive purchases 
to restore the original protection as the 
dollar value declines. 

The selection of policies becomes 
more important in an inflationary era. 
Fancy policies for which one pays ex- 
tra premiums seem inadvisable except 
when there is specific and unquestion- 
able reason. The cheapest form of life 
insurance hedges best against inflation 
loss in value and makes it easier to 
adopt a progressive plan of purchase. 
Ordinary life seems the best buy, ex- 
cept that it might be an intelligent part 
of a progressive purchase plan to take 
on some term insurance to carry one 
over the worst of the inflation period 
at the least cost in decline of value, 
at the same time that immediate pro- 
tection to the beneficiaries is retained. 


Avoid fixed insurance plan 

Plans for retirement funded by life 
insurance do not now seem very at- 
tractive, if on a fixed or rigid basis. 
If an ordinary life policy may be con- 
verted at a later age into retirement 
payments, there is some sense in re- 
lying on it, in part, as a basis for re- 
tirement. But to buy a policy now 
calling for retirement payments at a 
selected age, say 65, seems generally 
inadvisable for these reasons: 

1. It requires high premiums, and I 
believe in the cheapest premium rea- 
sonably possible during an inflationary 
era. 

2. The client often finds that when 
the selected payment year comes he is 
not ready for retirement, or needs pro- 
tection for his family at his death more. 
He has the choice, then, (a) of taking 
the payments willy-nilly, and the taxed 
part of them is superimposed on his 
other income and, in large part, sacri- 
ficed, while his estate protection de- 
clines; or, (b) of trying to convert into 
another type of policy, possibly straight 
life. Such a conversion is sometimes 
difficult or impossible under the par- 
ticular contract and often involves a 
tax penalty. 





1The Revenue Code of 1954 does not exempt 
from tax the exchange of an annuity contract 
for another life insurance contract. 
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3. Even if he is ready for retirement 
at the selected age, he may find that 
inflation has left him with a sadly 
diminished return. Yes, when com- 
bined with other mechanisms, a retire- 
ment policy may have great value; but 
to rely upon it as the cornerstone of 
a retirement structure may be a serious 
error. 

I may say that there are few in- 
stances in which an annuity seems wise 
in this period. The bet of life insurance 
against death is sound even in inflation 
times; I cannot say that the bet 
against life is a good one when there 
is inflation. 


Beware of settlement plans 

Hoist up the red flag of inflation 
when you come to the selection of set- 
tlement options under the policies. Re- 
member liquidity, flexibility and work- 
ing capacity, the three primary prin- 
ciples. A preconceived notion of the 
insured which ties up the principal in 
some special way violates the rule of 
liquidity as well as that of flexibility. 
I cannot see any option settlements but 
those which give outright and final 
payment of the principal, unless the 
counter-hedge of installment payments 
is used in connection with a plan other- 
wise directed toward inflation protec- 
tion. To leave the money with the in- 
surance company may formerly have 
been a good idea in many cases, but, 
until the companies are enabled 
through permissive legislation to invest 
broadly against inflation and to protect 
their payees correspondingly, you are 
endangering purchasing power of the 
insurance principal by affixing it to the 
dollar. 

In almost all cases where it is not 
safe, prudent or desirable to pay the 
principal outright to a beneficiary, I 
advocate an insurance trust in prefer- 
ence to leaving the principal with the 
company. True, the trustees may turn 
out to be inept in hedging against in- 
flation; but at least they can be given 
the mechanism for doing so, which the 
insurance company does not have. 
Moreover, a trust can contain that flex- 
ibility which is so highly desirable and 
can, among other things, produce means 
of granting the wherewithal to bene- 
ficiaries to assure that working capac- 
ity which is all-important in planning. 


Use of compensation plans 
Inflation hits hardest at those who, 
in retirement or otherwise, are living 






on invested capital. Thus, more atten- 
tion than normally should be given to 
retirement plans: For many.of us, pro- 
fessional men in particular, there is not 
yet much hope of solving the problem 
of retirement through any mechanism. 
Later legislation may help us, but we 
do not now have any pension plans, 
retirement funds, profit sharings in the 
future, etc. It is possible, I suppose, 
to make a deal with younger partners 
or associates through which, in ex- 


change for more equalized distribution 


of profits now, they would agree to 
support one in old age. But such ar- 
rangements are fragile and not too safe 
—there may not be large profits to 
share in the future. 

The fact is that pension and profit 
sharing plans themselves have become 
vulnerable. So much has been pumped 
at the public about “security” that pen- 
sion and profit sharing plans have come 
to seem the end-all of life protection. 
In an inflationary period, they are not. 
The social security originally estab- 
lished by Congress soon grew to be 
inadequate. Private pension funds can 
be as vulnerable as has been that of 
the Federal Government. I am not 
arguing against pension and _ profit 
sharing plans for employees. I like 
them. But in their present form, many 
of these plans are highly vulnerable to 
inflation. Some can be _ improved. 
Where they are funded by life insur- 
ance, they have the weakness of life 
insurance itself in the inflation pros- 
pect. In some cases it may be possible 
to progressively increase the life in- 
surance to take care of the loss in 
purchasing power of that which exists. 
Where the fund is invested, attention 
might be given to a courageous invest- 
ment program to hedge against infla- 
tion. What may be just as important, 
in these cases, is to change the plan 
so that the beneficiaries do not receive 
fixed amounts of income but percent- 
ages which would reflect the greater 
(inflation-inflated) earnings and give 
the recipient his proportionate share of 
purchasing power. Some modern plans 
approach this result by giving the 
recipient a pension measured in rela- 
tion to his average earnings in the last 
few years before retirement; in this 
way, some of the possible inflation is 
reflected in his retirement pay. 

Whatever the weaknesses of pension 
and profit sharing plans, the employer 
himself should be alert to the personal 
advantages they may give him. The:net 
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cost of granting future payments to 
even a mass of employees may not 
hold a candle to the benefit which the 
boss himself may eventually receive in 
deferred income if he is a participant 
in the plan. 


Special position of executive 

Deferred compensation offers hope 
to many employees in the higher eche- 
lons. Such deferred compensation 
plans must be very carefully de- 
signed to avoid the application of 
the principle of constructive receipt. 
I think one of the most interesting re- 
cent deferred compensation plans was 
that which was devised for Milton 
Berle. He has a contract of employ- 
ment running for thirty years, at a 
compensation ($50,000 per year) which 
is almost tiny for his position in the 
entertainment industry. But he gets it 
for thirty years. Could he earn in the 
aggregate as much as $50,000 per year 
would give him in “take home pay” — 
income after taxes —for thirty years? 
I doubt it. Here is how his contract 
works. He agrees to work 39 weeks a 
year for five years; for the next five 
years he is obligated for only 25 weeks; 
the next ten years, he is tied only to 
work as a director, writer and consult- 
ant — life gets easier. In the last ten 
years he is not obliged to work at all. 
That is a nice deal. If only such a deal 
could be modified so that his compen- 
sation would relate to a changing dol- 
lar value, it would be almost perfect. 
Some deferred compensation plans 
have done just that. 

There are many other varieties of 
deferred compensation plans. Some of 
them even give contingent benefits to 
the family of the executive upon his 
death, just as a refund annuity might. 
And many are funded by life insur- 
ance. A competent life underwriter, 
by very interesting computations, can 
show the value of insurance funding 
to the company faced with the problem 
of paying an executive for years after 
his employment ceases. But the most 
valuable feature in a deferred compen- 
sation plan from the standpoint of this 
discussion is one which is designed to 
reflect changing purchasing power in 
the dollar. There are very few such, 
but they should be encouraged. 

The so-called “restricted option” of- 
fers a double opportunity for protect- 
ing the business executives against the 
hazards of inflation. First, there is the 
possible use of the 95%-of-market-or- 


better option to give him capital gain 
and thus to participate in any accre- 
tion in dollar value of the company’s 
equity through inflation. Then there is 
also the use of the 85 to 95%-of-market 
option to give him deferred compensa- 
tion. True, in the latter case, he will 
have ordinary income when he sells his 
stock, but that may suit his circum- 
stances very well if he exercises after 
his employment has ceased, or is about 
to, and figures that the accretion in 
value represents continued income. He 
can even exercise in installments, thus 
giving himself the equivalent of install- 
ment income over a period of time. 
And there can be a combination of 
capital gain and ordinary-income op- 
tions which he can use to finance him- 
self as he goes along in installment ex- 
ercises. 

Options to executives have already 
been broadly used, and they deserve 
considerable attention by those who 
are concerned with protection against 
inflation. Along with the other de- 
ferred compensation plans they have 
the advantage over pension plans of 
being without serious restriction—that 
is, worthy executives can be benefited 
on a selected basis and without any 
financial limit. The pertinent rules 
need careful study. 


Using the business interest 

What are the principal objectives in 
using a business interest in estate plan- 
ning for inflation protection? They 
are: (1) the perpetuation of venture 
control in the heirs; (2) the concomi- 
tant power to create employment and 
income for the family and other bene- 
ficiaries; and (3) the use of the venture 
to reflect inflation-value-accretion. 


Planning to meet death taxes 
Planning for the partial liquidation 
of an estate in order to meet heavy 
death taxes is a major necessity. In 
some instances it is possible to sacrifice 
other assets in order to preserve a 
business enterprise. In others, there 
can be a funding of the taxes through 
various insurance arrangements or 
through purchase-at-death contracts. 
In some, there can be a partial sale to 
bankers during life, or a public listing; 
and there are still other ways to an- 
ticipate the liquidation problem. But 
there are many situations in which, 
for a variety of reasons, particularly 
when the value of the venture is great, 
none of these collateral means of liqui- 
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dation are possible and the estate must 
look to the business enterprise itself 
to pay the tax bill. There are, then, 
border cases in which it can be hoped 
to liquidate the tax debt in the course 
of the subsequent operation of the bus- 
iness itself; but these are few. Gener- 
ally, thought must be given to either 
a sale of all or part of the business 
after death or to using some special 
device to meet the liquidation problem 
without sacrificing the objectives which 
I have first recited. 


Use of foundation — One of these de- 
vices is the private charitable founda- 
tion, to which either all or some of the 
stock of a corporation is given or be- 
queathed. The foundation, organized 
strictly for charitable purposes and 
carefully devoted to them, is controlled 
by a self-perpetuating board which 
can, with perfect propriety, continue 
management and executive compensa- 
tion in the hands of the family. Great 
care must be exercised in setting up 
such foundations, lest they be attacked 
as evasions. 

Where the capital structure includes 
sufficient preferred stock, or can be 
remodeled safely to convert to it, it 
is sometimes in order to transfer this 
preferred either to such a foundation 
or directly to a charity, retaining the 
voting common for control. Deben- 
tures can be used similarly. True, in- 
flation might undo part of the tax sav- 
ing thus accomplished, by adding to 
the value of the equity stock. On the 
other hand, retaining the equity would 
be for just the related purpose of pre- 
serving the inflationary increase to the 
heirs. 


Using personal holding company 
— A holding company can be used 
to intervene for the purpose of creat- 
ing separate stock issues. The per- 
sonal holding company penalty is of no 
consequence if it is intended to dis- 
burse all the income. Nor is the tax 
loss on the funneling of dividends 
through a new company always im- 
portant in cases of very high personal 
income. The holding company can it- 
self have preferred and common, and 
the preferred can be allocated for 
eventual donation to charity while the 
common is retained for the family. 
There have even been cases of two 
classes of preferred stock, one being 
donated to the charity provided it 
agrees to buy the other — thus a par- 
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tial ordinary liquidation is combined 
with the charitable advantage of re- 
ducing the aggregate tax impact. 


Stock transfers — There is still another 
way. Where the preferred stock rep- 
resents substantially the entire value 
of the company, the common can be 
sold or transferred to heirs during life 
at small cost in either purchase price 
or gift tax. Then control is preserved, 
and the preferred can be left to the 
mercy of the tax imposition. (Inci- 
dentally, whenever possible, preferred 
stock used for any of these purposes 
should be non-cumulative — otherwise 
the risk to equity ownership may be 
too severe.) A gift risks “contempla- 
tion of death.” A sale escapes it; but 
in setting the price when there is a 
sale, a most careful appraisal of market 
value is necessary in order to avoid 
a taxable gift. I might add that it is 
sometimes preferable, in the case of a 
gift, to make it in trust, particularly 
(but with care) if intant heirs are in- 
volved. 

One should not necessarily be dis- 
couraged from using one of these plans 
by the apparent capital loss which any 
pertinent comparative computation will 
show. Such plans are generally advis- 
able only in cases where it may be im- 
possible to meet the tax bill except by 
complete loss of control and loss of 
the desirable things which go with it. 
Thus, if that is so, it may be far better 
for the heirs to get less in apparent 
dollar value if, at the same time, they 
get control, the power to create em- 
ployment, the use of the business in 
estate planning and the right to enjoy 
the fruits (if one can possibly call 
them that) of inflation. There may also 
be instances in which it may be far 
better to own less of the company and 
have, say, a university as a fellow 
stockholder than to own more and to 
share ownership with now unknown 
business companions who may be ac- 
quired through a stock sale after death. 

Perhaps I should mention one more 
of the many plans to use a charity to 
solve the death tax problem without 
sacrificing the corporation. The pro- 
prietor might borrow to the limit on 
his preferred stock and then make a 
donation of the cash to a charity with 
the agreement that, at his death, the 
charity would purchase all or part of 
the preferred. 

Another is to take advantage of the 
income tax deduction for charitable 
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gifts. A life policy is taken out on the 
proprietor’s life and transferred to the 
charity. He pays the premiums, and 
they are charitable gifts. At his death, 
the charity has the wherewithal to buy 
stock from his estate. 


Don’t hasten to sell 


Do not ignore the use of a business 
interest as a direct instrument of estate 
planning. There is often no better way 
to hedge against inflation than in one’s 
own business. Remember this when 
a client proposes to sell his business 
and retire. If the alternative is keep- 
ing the business as an investment me- 
dium for himself and a means for giv- 
ing both support and working capacity 
to his family, I would think the prob- 
lem over fifteen times before being too 
much attracted by a large price or a 
great tax advantage. 

The element of ready marketability 
may be missing in the family business. 
On the other hand, a small business 
may be more flexible in use than an 
investment in a great enterprise. So 
there may be a conflict between the 
principles of liquidity and flexibility. 
If there is, then it becomes a problem 
of adjusting between the two. But if 
the third factor is present, if one must 
decide whether or not to sacrifice 
working capacity, then there can be 
no doubt that preserving working ca- 
pacity should prevail. 

If the decision is made to sell the 
business, again be conscious of the in- 
flation factor. An all-cash price at least 
gives the chance to invest against in- 
flation. Fixing a large part of the pur- 
chase price to the dollar, through fixed 
installment payments, mortgages, de- 
bentures, etc., seems highly inadvisable. 
Percentage returns may be protective, 
depending on the type of business and 
the promise of future management. 
Study the difficult tax law on the pos- 
sibility of deferred percentage install- 
ments producing capital gain annually 
—those which are incapable of com- 
mutation and taxation in one year. 

Even more desirable in some in- 
stances is the hedge sale, under which 
the client sells his business and, at the 
same time, secures an employment con- 
tract (preferably on a percentage basis) 
which preserves his working capacity. 

But it is truly advisable to sell on 
any basis, however attractive? Should 
the client not ask himself whether he 
cannot make the business work for his 
family after his death? I cannot cover 





all the many things which can be done 
to plan for the use of a business hedge 
for the family against inflation. It in- 
volves problems of succession and 
management, plans for generosity to 
key employees whose loyalty may pay 
off for the family. Incentive plans come 
into this area, in which deferred com- 
pensation arrangements and restricted 
options of the kind I have discussed 
may play a great part in wedding a 
key executive to the enterprise. It 
involves the use of voting trust agree- 
ments, inter vivos and testamentary 
trusts and other mechanisms which are 
directed to establishing control and de- 
termining management to the best in- 
terests of beneficiaries. 

I should mention that management 
succession can sometimes be assured, 
at the same time that the liquidation 
problem is solved, by making it pos- 
sible for key executives to purchase 
blocks of stock. Secured by some stock 
purchase agreement, the principal pro- 
prietor could well afford, in many 
cases, to take less in salary in order 
to increase the compensation of others 
to enable them to fund a purchase by 
taking out insurance on his life. Trim- 
ming the top off his own salary may 
cost little, net after taxes. On the other 
hand, a key executive, with a corres- 
ponding increase in salary, may be 
able to pay premiums on a substantial 
amount of life insurance to be used to 
purchase stock at the principal pro- 
prietor’s death. 

Not all of us have business ventures 
which we can devote to the purposes 
I have indicated. But that does not 
preclude planning with the question in 
mind: “What can I do best to enable 
my beneficiaries to work and earn ade- 
quately?” That question cannot always 
apply to a wife, but the related ques- 
tion can: “How can I best plan so that 
someone (perhaps a son or daughter, 
or a properly rewarded business asso- 
ciate) or something (perhaps a busi- 
ness or a trust) will work and earn for 
my wife? 


Expect the worst 

If you plan with the possibility of 
continued inflation in mind, you are 
likely to make few, if any, mistakes, 
because inflation planning relates so 
definitely to the three great principles 
I have so frequently referred to. 

May I ask you to remember: 

1. that taxes are partially confisca- 
tory in an inflation period and that 
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transfers might often better be made 











sooner than later; 

2. that liquid investments can be 
used to hedge, and frigid investments 
may be difficult to use; 

3. that a flexible plan can be changed 
when we learn better and a rigid one 
may die of exposure to the cold; 

4. that inflation brings changes in the 
social and economic and even the po- 
litical structure with it and that there 





is no greater future protection than to 
be able to earn a living; and 

5. that, while it becomes even more 
important than formerly to take advan- 
tage of every possible and proper tax 
saving, no tax saving plan makes any 
sense if it violates a basic objective 
or seriously violates any one of the 
three cardinal principles of planning. 

Etch into your consciousness: liquid- 
ity, flexibility, and working capacity. 





Evaluation for U.S. tax purposes of 


Lord Tredegar’s interesting renunciation 


WE READ WITH CONSIDERABLE INTEREST 
the recent despatch from London tell- 
ing of the rejection by Lord Tredegar 
of an estate of $3,220,000. When Lord 
Tredegar renounced, he explained that 
he did so to avoid the payment of in- 
heritances taxes on the family estate 
twice within a brief period. He was an 
arthritic cripple and his life expectancy 
was short. Payment of the tax if he had 
inherited the fortune and again when 
he died would have wiped out the 
whole family estate. By passing up his 
estate in favor of his son, Lord Trede- 
gar saved the family estate $2,576,000 
in inheritance taxes. In England, estates 
in excess of $1,000,000 are taxed in the 
80% bracket. In our country, the con- 
sequences of non-renunciation would 
not be quite as appalling, since here 
the gross estate would fall approxi- 
mately in the 46% bracket and the ulti- 
mate tax payable would probably be 
substantially reduced by the credit for 
property previously taxed allowable 
under Sec. 2013 of the 1954 Code. 

The general rule under our law is 
that a devise or bequest does not be- 
come effective until accepted by the 
devisee or legatee. A beneficiary is not 
required to accept a gift to him in a 
will, even though his rejection of the 
gift defeats his creditors’ claims or the 
collection of a death tax. Of course, his 
rejection must be made within a rea- 
sonable time; otherwise he may be 
deemed estopped. There are but few 
decisions on the estate and gift tax 
consequences of renunciation. In Brown 
v. Routzahn, 63F (2d) 914, the dece- 
dent, in his lifetime, renounced a testa- 
mentary gift provided in his wife’s 
will, before the distribution of her 
estate, thereby subjecting the gift to a 
residuary trust for the benefit of chil- 





dren. It was held that the renunciation 
was not a taxable transfer whether 
made in contemplation of death or not. 
The renunciation of rights to com- 
munity property or an intestate interest 
may, however, have unfortunate tax 
results, depending upon local law. In 
Hardenbergh v. Comm’r., 193 F (2d) 
63, the taxpayers were heirs of an inte- 
state decedent. They executed instru- 
ments renouncing their respective inte- 
state shares. It was held that they had 
no power, under local law, to prevent 
by renunciation the passage of title to 
themselves of their shares immediately 
upon the death of the decedent. The 
instruments of renunciation, therefore, 
effected a taxable transfer of title to 
the decedent’s remaining heir, who had 
not renounced. 

The use of renunciations of testa- 
mentary interests has not been prop- 
erly explored. It may, as in the case of 
Lord Tredegar, offer considerable ad- 
vantages, but it must not be under- 
taken without careful appraisal and 
analysis of its tax consequences and 
effectiveness, under the local law of 


wills. -O- 


New GM estate plan for 
dealers has attractive features 
A PRIMARY OBJECTIVE in any good estate 
plan is the preservation of business 
continuity in the family at death, with 
minimum estate tax penalty. General 
Motors, recognizing that an arbitrary 
continuity of dealer franchises is 
worthless unless the heir apparent has 
the know-how and proven ability to 
continue the business, has offered its 
dealers this ingenious contract. It pro- 
vides that if the dealer dies, GM will 
offer the dealer’s son or son-in-law an 





Estate and Gift Taxation * 25 


interim franchise, provided he has been 
active in the dealership. The son or 
son-in-law keeps the franchise until 

the end of its normal term (12 months) 

and then for an additional period of 12 
months. Three months before the ad- 

ditional period ends, GM will consider 
whether the son or son-in-law merits 
a regular franchise. 

The plan has many facets. It is a rec- 
ognition of the fact that earning ca- 
pacity is the most precious asset a 
father can bequeath to a son. It stimu- 
lates careful apprenticeship. It offers 
the dealer’s family a measure of se- 
curity. And not the least of the bene- 
ficiaries is GM. Consider also the tax 
merits of the plan. The value of the 
asset is no greater than the training 
passed on by father to son and the 
ability to use that training in action. 
On the other hand, the estate value of 
the franchise would appear to be nil 
except as to the balance of the period 
remaining in the father’s franchise. 
The value of the son’s franchise is not 
based upon any binding contract right 
passed upon by the decedent, but solely 
upon the ability of the son to win 
GM’s acceptance. For estate tax pur- 
poses, value is zero, for practical pur- 
poses value may be enormous. 

The plan merits consideration in 
other dealer franchise areas, such as 
electrical appliances, oil and steel. -o- 


A trust exempt from A 
income and estate tax 

The trust design suggested by N. R. 
Caine, CPA, writing for the New York 
World Telegram, has considerable ap- 
peal in this special situation (or an 
analogous one): 

“Mr. Smith wishes to leave ail his 
property at his death to his younger 
brother. The latter is an extremely 
wealthy man and is subject to top in- 
come tax and estate tax rates. Mr. 
Smith realizes that his property will 
yield but little return (after taxes) to 
his brother if he leaves it to him out- 
right. In fact, he fears that any such 
course would only serve to aggravate 
the already serious tax and estate 
problems which his brother faces. 

“Mr. Smith subsequently adopted the 
following trust pattern to these objec- 
tions: 

“He first directed in his will that all 
his property be converted into tax-ex- 
empt municipal and state bonds at his 
death; secondly, that these tax-exempts 
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be transferred to a trust for the benefit 
of his brother. 

“He secondly directed as follows with 
respect to the trust: (i) That the trust 
income be paid to his brother for life; 
and (ii) That the trust property be 
distributed at his brother’s death to 
persons of his brother’s choice under 
a properly drafted tax-free power of 
appointment. 

“This trust arrangement will create 
no additional income tax problems for 
his brother since the income he will 
receive will be exempt from all federal 
income taxes; neither will it create any 
undesirable estate tax consequences for 
him at his death since the trust prop- 
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erty will not be included in his taxable 
estate at his death. 

“Nevertheless, the trust will release 

every effective economic benefit of the 
property to him: 
(1) he will enjoy its income for life; 
(2) if given a power of appointment 
he will have wide controls over its dis- 
position at his death.” 

As an alternative to Mr. Caine’s item 
(ii) we suggest that Mr. Smith might 
have directed that the remainder be 
distributed to named charities. By this 
device he would have reduced the es- 
tate tax payable at his death and thus 
increased the corpus available for the 
purchase of tax exempt bonds. -o- 


New decisions this month 





Charitable deduction for donee exer- 
cising power for charities. [Acquies- 
cense] The estate of donee of a power 
of appointment was insufficient to pay 
his own debts and expenses and to 
make charitable bequests. The Court 
interprets the will as providing for the 
payments of the bequests out of the 
appointive property. No deduction al- 
lowed for the debts and expenses since 
they were not paid out of assets of his 
estate; as to the charitable bequests 
the court holds that the donee of an 
absolute power is treated as owner for 
this purpose and therefore the chari- 
table deduction is allowed. Est. of Wil- 
liam M. Lande, 21 TC 977. Acq. IRB 
1954-35, 6. 


Trusts created to avoid income tax not 
in contemplation of death. Decedent, 
who died in 1948, had set up ten ir- 
revocable trusts in 1936 for her chil- 
dren and grandchildren by transferring 
shares of stock owned by her in a 
closely held corporation. She created 
the trusts primarily to avoid income 
tax on liquidating dividends and to 
benefit her sons and their families. The 
Court held the transfers were not in- 
cludible in her gross estate because 
the motives were associated with life 
and not in contemplation of death. 
Estate of Carrie Loew Minzesheimer v. 
Comm., TCM 1954-117. 


One taxable transfer in shift from old 
trust to previously created other trust. 
The corpus of a trust was to be dis- 
tributed to a beneficiary at age 35. 
Prior to that date, she transferred her 





right to a new trust. At 35 the corpus 
securities were transferred from the 
old to the new trust. Held only one 
taxable transfer of securities occurred. 
Upon creating the new trust only an 
expectancy was transferred. Rev. Rul. 
54-347. 


Accumulated income taxable to grantor. 
A trust provides that during war in- 
come may be accumulated for the 
grantor, if the trustees so decide. Since 
they have no adverse interest to the 
grantor, such accumulated income will 
be taxed to the grantor each year, not 
the trustees. Rev. Rul. 54-306. 


Transfer reserving life interest not in 
contemplation of death. [Acquiescence] 
After a narrow escape from being 
defrauded decedent trusteed over 
80% of her estate in 1929 reserving 
a life interest with remainder to chil- 
dren. This, as well as birthday and 
Christmas gifts to her children, and a 
house were held not made in contem- 
plation of death since the motive for 
the transfer was connected with life. 
She lived until 1949. Est. of Charlotte 
A. Hopper, 22 TC No. 19. Acq. IRB 
1954-35, 6. 


Estate can’t deduct contributions out of 
income received because of decedent’s 
right. The estate received income from 
a partnership of which the decedent 
was a member. It was conceded that 
this was taxable under Sec. 126(a)(1) 
(A) as gross income of a decedent not 
includible up to the date of his death 
received by the estate. However, while 





these funds went to charity, for the 
purpose of deciding whether they were 
made out of income or corpus the 
Court, while disagreeing, followed two 
cases holding the payments were out of 
corpus, namely, Estate of Ralph R. 
Huesman, 108 F (2d) 133 and Rose J, 
Linde (CA-9 5/4/54). Estate of Robert 
L. Clymer, TCM 1954-112. 


Court finds multiple trusts, not one. 
Decedent willed her residuary estate 
to a trust for children of an adopted 
son. Income was to be accumulated and 
distributed to each beneficiary at age 
21, and the principal was to be dis- 
tributed upon the death of the son. 
Trustee could invade for support, 
maintenance or education. The Court 
found that the taxpayer trusts were 
several—one of the corpus received 
as residue of estate, and one of income 
for each income beneficiary. This is in 
accordance with the holding of a State 
court. Further, the income trusts can 
deduct the income as distributable. 
Mary E. Feenerty Testamentary Trust, 
TCM 1954-138. 


Executors properly credited income to 
beneficiaries. [Acquiescence] The Com- 
missioner contended that the crediting 
of income (including capital gain) to 
the beneficiaries was improper and no 
deduction was allowable. The Tax 
Court pointed out that the estate was 
liquid (despite pending suits); the ac- 
tion was approved by the Nevada Court 
and the Commissioner makes no show- 
ing that it was forbidden by Nevada 
law. John Fossett, 21 TC 874, Acq. IRB 
1954-36, 5. 


Extension of marital deduction under 
technical changes act to spouses of de- 
cedents dying in 1948 before April 3. 
The deadline for filing statement of 
election to take marital deduction for 
interests passing to a surviving spouse 
through the will of a decedent dying 
in 1948 but before April 3 is August 
15, 1954. IRB 1954-33, p. 6. 


Forms for credit for United Kingdom 
estate duties. When a claim is made 
for a federal estate tax credit for 
United Kingdom estate duties, Sched- 
ule S on current estate tax Form 706 
relating to computation of credit and 
Form 706c relating to certification of 
payment may be used instead of former 
Forms 706e and 706f. This amends Sec. 
82.107. IRB 1954-34, p. 10. 
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Series E interest taxable on reissue to 
another. A bond issued in the name of 
a taxpayer, payable on death to his son, 
is redeemed and new bonds issued in 
the sole name of the son. The Treasury 
Department regulations do not provide 
for reissue of the original bond in such 
a case. It is held the interest is taxable 
to the father on this redemption. Rev. 
Rul. 54-327. 





New gift tax decisions 


Living expenses paid for adult son 
are taxable gifts. A taxpayer, who 
had no responsibility for his adult 
son, paid the son’s medical and hos- 
pital bills and living expenses, in- 
cluding monthly payments on his 
home mortgage and automobile. It is 
held that since there was no consid- 
eration, the amount represent tax- 
able gifts. Rev. Rul. 54-343. 


Gift income in spendthrift trust not 
a “future interest”. No annual $3,000 
exclusion is available for a gift of an 
interest to commence in enjoyment 
in the future. A gift of the present 
right to income of a trust will not be 
a future interest merely because the 
trust instrument includes a “spend- 
thrift” clause which prohibits the 
income beneficiary from anticipating 
such income by assignment, etc. 
Rev. Rul. 54-344. 


No gift tax on trust with income and 
right to give principal retained. 
There is no gift tax on the creation 
of an irrevocable trust in which the 
grantor retains income for life and 
the right to designate by will the 
persons to receive the principal on 
her death. This is not a completed 
gift for tax purposes. Rev. Rul. 
54-342. 


Valuation of gift; negligence [Acqui- 
escence] After selling serial rights, 
taxpayer assigned one-half of his 
interest to his wife. The Tax Court 
held that the agent’s selling commis- 
sion, being a charge on the pro- 
ceeds, must be deducted in valuing 
the gift. Negligence penalty not sus- 
tained — taxpayer, a non-resident 
alien, was justified in relying on his 
American attorney. Sax Rohmer, 21 
TC 1099, Acq. IRB 1954-32,4. 
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Miscellaneous 





new decisions 








Sec. 102 not applicable; policy was to 
avoid borrowing; expansion planned. 
The Tax Court.was convinced that in 
1947 and 1948 taxpayer operated its 
auto dealership on a conservative 
basis and accumulated cash to avoid 
borrowing. Also there was serious oral 
discussion of a proposed expansion. 
The decline in earnings in the early 
fifties showed that the policy of ac- 
cumulating cash was wise. Central Mo- 
tors, Inc., TCM 1954-122. 


Interest on tax deficiency not affected 
by renegotiation payment or refund. 
Taxpayer was renegotiated for 1943 
and paid back the excess profit (less a 
credit for excess profits tax). It subse- 
quently petitioned the Tax Court for a 
redetermination but settled with the 
Army and received a refund. 

In a separate proceeding the Tax 
Court determined a 1943 income tax 
deficiency, and interest was assessed 
thereon, all without reference to the 
renegotiation. The Court holds that 
this is proper. The only interconnection 
of tax and renegotiation is that in re- 
negotiation credit is allowed for tax 
paid. But tax deficiencies and interest 
are computed completely without re- 
gard for renegotiation. Had the tax- 
payer not waived interest from the 
government on the renegotiation settle- 
ment he would have had no net interest 
expense. National Builders, Inc. v. 
Reynolds, DC Minn., 7/19/54. 


Accrued interest valid deduction. Trus- 
tees in bankruptcy for a Florida rail- 
road corporation filed 1947 and 1948 
returns for taxpayer showing a net 
operating loss of $3,900,000 and $2,100,- 
000. In June 1949 the Trustees filed for 
refund of income and excess profits 
tax for 1943 through 1946. These re- 
funds were based on the carry-back of 
the 1947 and 1948 loss to 1945 and 1946 
which reduced the taxable income for 
1945 and 1946 thereby producing un- 
used excess profits credit for 1943 and 
1944. The Commissioner reduced the 
1947 and 1948 net operating loss by 
amounts representing 50% of the in- 
terest taxpayer had accrued on its de- 
faulted bonds by order of bankruptcy 
court. Taxpayer had taken the accrued 
interest as a deduction for interest on 
an indebtedness in determining . its 
1947 and 1948 income. The Court held 


the interest was a valid deduction and 
that the Commissioner’s action in re- 
ducing the accrued interest by 50% 
was erroneous since the excess profits 
credit was abolished for years be- 
ginning after December 31, 1946. Loftin 
v. Fahs, DC Fla., 7/12/54. 


Charitable deduction for gift of in-oil 
interest. On December 1, 1949, taxpay- 
er conveyed an undivided one-eighth 
interest in oil and gas in place to a 
church as a gift. Title was to remain 
in the church until it received $115,000 
and then revert to taxpayers. On Jan- 
uary 1, 1950, after $115,000 income was 
earned the property was sold to a third 
party. In 1949 taxpayers deducted 
about $112,000, the fair market value 
of the property on December 1, 1949, 
as a charitable contribution. The Com- 
missioner argued that the taxpayers 
made an assignment of future income— 
they should be required to include that 
income as received in 1949 ($115,000) 
and deduct depletion ($30,000) and the 
contribution at $115,000 — a net deduc- 
tion of only $30,000 not the $112,000 
claimed. The Court held no income had 
accrued to taxpayers at the time of gift 
and they had transferred property and 
retained only a reversionary interest; 
they had not merely transferred the 
right to income as the Commissioner 
contended. Taxpayer had made a char- 
itable contribution at time of transfer 
although payments after production 
were not available to the church until 
1950. Lester Nordan, 22 TC, No. 137. 


Carryback from year after EPT must 
be reduced for interest. Following the 
National Fruit Products Co. (199 Fed. 
(2d) 725, cert. den. 345 U.S. 950) the 
Court holds that in computing the net 
loss carryback from 1948 (when no 
excess profits tax was applicable) to 
1946, when the taxpayer used the in- 
vested capital method the 1948 loss 
must be reduced by eliminating 50% 
of the interest on borrowed capital. 
Hastings v. U.S., D.C. Ga., 6/29/54. 


Constitutionality of 16th Amendment 
upheld. District Court upheld in dis- 
missing claim for refund of estimated 
tax on the ground that taxpayers are 
forced in a position of involuntary 
servitude. Porth v. Broderick, CA-10, 
8/7/54. 











NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & BYRON F. WHITE, LI.B., CPA 


Accounting for differences in book value and 


tax basis in partnerships under new law 


Tue 1954 CopE PRESCRIBES definite rules 
for the accounting of partnership in- 
terests. Since these rules involve sig- 
nificant differences between book value 
and income tax basis, it is important 
that a method of accounting be adopted 
to account for such differences. We 
suggest a method which, through the 
use of accounts representing the dif- 
ferences between book values and tax 
bases, provides information enabling 
the accountant to prepare either a 
business balance sheet or a tax bal- 
ance sheet directly from the accounts. 
Under this method, each partner 
knows at a glance his tax basis in the 
partnership and can plan transactions 
affecting his interest with a clear pic- 
ture of the tax effects. 

For example, A and B form an equal 
partnership. A contributes property 
worth $150,000 with an adjusted basis 
of $75,000. B contributes $150,000 cash. 
Under the Code, the basis of A’s part- 
nership interest is $75,000, and the 
basis of B’s interest is $150,000. Open- 
ing entries may be made thus: 


Debit Credit 
Fixed assets — tax basis....$ 75,000 
Fixed assets — adjustment 
to reflect book valuel.... 75,000 
ss SE 150,000 
Capital A—tax basis.. $ 75,000 
Capital A — adjustment 
to reflect book value. 75,000 
Capital B — tax basis.... 150,000 


At the end of the year, assume profit 
before depreciation of zero and de- 
preciation of 10%. For book purpose 
and for proper accountability between 
A and B profit and loss is: 


Profit before depreciation none 
Depreciation — tax basis..$6 7,500 
Depreciation — adjustment 





to reflect book value...... 7,500 

Loss after depreciation $ 15,000 
Allocable to: 

A = $ 7,500 

B ae 7,500 








However, for tax purposes the loss is: 


Depreciation — tax _ basis.. $ 7,500 
Using the method indicated by the 
Code, assuming no other method is 
provided for in the partnership agree- 
ment, the above taxable losses would 
be allocated as follows: 


The book entry to show the transaction 
is as shown: 


Debit Credit 
Capital A — tax basis................ $3,750 
Capital A — adjustment to 
reflect book value.................. 3,750 
Capital B — tax basis................ 3,750 
Capital B — adjustment to 
reflect book value.................. 3,750 
Fixed assets — tax basis........ $7,500 
Fixed assets — adjustment 
to reflect book value.......... 7,500 


This would show in the books that A’s 
and B’s capital accounts were each de- 
creased $7,500 ($3,750 as tax basis and 
$3,750 as non-tax basis). The special 
asset and capital accounts show at all 
times the tax basis of the assets and 
capital interests of the various part- 
ners while maintaining their relative 
business transactions. 

If the property is sold in the second 
year of the partnership operations for 
$135,000, the book gain is zero; how- 
ever, the tax gain is $67,500 (the 
amount realized, $135,000, less the basis 
of $67,500). Each partner has a gain for 
tax purpose of $33,750. Assuming no 
other partnership transaction that year, 
each partner must report a capital gain 
of $33,750. A’s basis in the partnership 
will then be $105,000 (the basis of $71,- 
250 increased by the gain of $33,750). 
B’s basis will be $180,000 (the basis of 


1 The suggested title for the account is used 
because it seems appropriately descriptive. 
Other possible titles for the account are: 
“Excess over tax basis,” or ‘“Non-tax basis.” 
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$146,250 increased by the gain of $33,- 
750). The book entry for the transac- 
tion is as shown: 





Debit Credit 
Cash $135,000 
Capital A — adjustment 
to reflect book value...... 33,750 
Capital B— adjustment 
to reflect book value...... 33,750 
Assets — tax basis.......... $ 67,500 
Assets — adjustment 
to refiect book value.. 67,500 
Capital A — tax basis 33,750 
Capital B — tax basis 33,750 


Then if the partnership is liquidated 
and its assets of $285,000 cash are dis- 
tributed to the partners pro rata, A will 
have a capital gain of $37,500 ($142,500, 
the amount received, less $105,000, the 
basis of his interest). B will have a 
capital loss of $37,500 ($180,000, B’s 
basis, less the amount received, $142,- 
500). The entry is shown: 





Debit Credit 
Capital A—tax basis......$105,000 
Capital B—tax basis...... 180,000 
Capital A — adjustment 
to reflect book value..... 37,500 
Capital B — adjustment 
to reflect book value.. $ 37,500 
Cash 285,000 


An analysis of the accounts affected 
is shown: 


Cash 

1) $150,000 

(3) 135,000 

Fixed Assets — Tax Basis 
(1) $ 75,000 $ 7,500 (2) 
67,500 (3) 

Fixed Assets — Adjustment to 
reflect book value 


$285,000 (4) 


(1) $ 75,000 $ 7,500 (2) 
67,500 (3) 
Capital A— Tax Basis 
(2) $ 3,750 $ 75,000 (1) 
(4) 105,000 33,750 (3) 
Capital A — Adjustment to 
reflect book value 
(2) $ 3,750 $ 75,000 (1) 
(3) 33,750 
(4) 37,500 
Capital B — Tax Basis 
(2) $ 3,750 $150,000 (1) 
(4) 180,000 33,750 (3) 


Capital B — Adjustment to 
reflect book value 
(2) $ 3,750 $ 37,500 (4) 
(3) 33,750 


Decision makes necessary 


care on review of bad debts 

In First National Bank v. Commr., 22 
TC No. 27 (1954), the issue was 
whether the taxpayer for the tax year 
1949 was entitled to a recovery ex- 
clusion under Section 22(b) (12) re- 
sulting from a recovery on a debt 
previously charged off. This Section 
excludes from gross income recoveries 
of previously deducted bad debts to the 
extent that the prior deduction did not 
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result in a tax benefit. It follows that 
when the “prior deduction” occurred 
in a loss year the taxpayer can show it 
got no benefit if there would have been 
an unused loss even without the de- 
ductions. 

The First National Bank desired to 
recompute its taxable income for the 
year it claimed the bad debt (now re- 
covered), 1937, a closed year, so that a 
substantially larger net loss would re- 
sult. By doing this, it could then sub- 
tract from that loss the recovery ex- 
clusions for the years 1938 through 
1948, and claim the difference as a re- 
covery exclusion for 1949. In order to 
make the adjustment, the taxpayer 
would take into account allowable items 
of exclusion and deduction which were 
not excluded or deducted in its 1937 
return. 

The court would not accept the tax- 
payer’s theory, holding that the amount 
of bad debt charge-offs which did not 
reduce the tax for the year of the 
charge-off is determined from the re- 
turn filed by the taxpayer for the year 
and tacitly approved by the Commis- 
sioner and cannot be increased by con- 
sidering additional exclusions and de- 
ductions which could have been but 
were not shown on the return. 

The court pointed out that Sec. 
23(b)12(B) defines the “recovery ex- 
clusion” as the amount of the deduc- 
tions allowed for bad debts “which did 
not result in a reduction of the tax- 
payer’s tax under this chapter”. The 
court distinguished the phrase “did 
not” as it appears in the statute from 
the phrase “would not have” or “could 
not have”, stating the taxpayer’s theory 
read into the statute one of the latter 
phrases. Then the court indicated that 
Congressional intent was to accept the 
final results of the prior years rather 
than accepting changes and corrections, 
after those results had become final. 

We would question the court’s de- 
cision in this case for its strict in- 
terpretation of the relief provided to 
taxpayers under the recovery exclu- 
sion statute. For example, when a tax- 
payer submits a claim for refund, the 
government may examine the entire 
return for the year involved and assert 
offsetting adjustments even though the 
statute of limitations has already run 
by the time the government makes its 
determination. Conversely, when the 
government asserts a deficiency against 
a taxpayer, the taxpayer may, even 
after the year is outlawed by the sta- 





tute, claim offsetting adjustments in 
that year. The principle involved in 
these illustrations is that net refunds 
or deficiencies are based on the true 
tax position of the year involved. 
Seemingly, the court has violated this 
principle in the instant case by deny- 
ing the taxpayer the right to show the 
true facts for the year 1937. 

We think the decision imposes an 
undue burden on the taxpayer. Our 
income tax system obligates the tax- 
payer to report the amount of tax due 
in any tax year. In years in which he 
experiences losses, his tax is zero. In 
these loss years he is neither moti- 
vated nor obligated to seek out every 
possible deduction, since any additional 
deductions cannot reduce a tax below 
zero. The court, in denying the right 
of a taxpayer to bring in evidence to 
show additional deductions in such a 
loss year is considerably restricting 
the relief provided by Sec. 22(b)12. It 
seems doubtful that Congress intended 
that such a restriction be placed on the 
taxpayer. 

Wouldn’t the court have decided the 
case in a different manner had the shoe 
been on the other foot? If the tax- 
payer’s 1937 return contained many 
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deductions which were not actually al- 
lowable, wouldn’t the court have per- 
mitted the Commissioner to show the 
true 1937 income, before allowing the 
taxpayer a “recovery exclusion”? We 
think so. 

It is submitted that a better solution 
to this problem is to allow the tax- 
payer to present evidence of additional 
deductions in prior years so that the 
true tax position can be established. 
If taxpayer’s evidence does not meet 
the burden of proof, then he does not 
deserve the relief granted by the pro- 
vision, but the court should at least 
admit and weigh evidence on the point. 
The court’s argument that there should 
be a terminal date to establish the 
taxability of any given year does not 
seem applicable in this case since Con- 
gress has specifically made an excep- 
tion io the statute of limitations pro- 
vision to provide taxpayer relief by 
the recovery exclusion statute. 

So long as this case stands it is im- 
portant for the taxpayer who claims 
bad debt deductions in loss years to 
give his returns as much care in re- 
view as a return showing tax due, to 
be sure that all losses, from whatever 
source, are claimed. —o— 





Why understanding of accounting is a 


necessary foundation for income taxation 


THE U.S. INCOME TAX is unique, not 
duplicated anywhere else in the world. 
One reason it is possible for this elabo- 
rate and complicated structure to oper- 
ate is the combination of civic morality 
and highly developed accounting con- 
ciousness in this country. Arthur M. 
Cannon, CPA, professor of accounting 
and finance at the University of Wash- 
ington, made these points in his paper 
written for the Sixth Annual Graduate 
Accounting Study Conference spon- 
sored by the California Society of 
CPAs, at Claremont Men’s College. 
The following is excerpted from this 
paper. 

It is a source of great pride to Amer- 
icans in their institutions, that we are 
able in this country to support our 
government on a principle of self-as- 
sessment of taxes, and furthermore on 
a self-assessment of a very complicated 


concept, that of income. It is a matter 
of both technical understanding and of 
integrity. I am proud that American 
education and American ethical con- 
duct is adequate to support this system. 
Here again accounting finds a place as 
a real social force in the requirement 
that accounting concepts of income be 
sufficiently understood by our people 
that they can compute their own in- 
come and report it. Further the ac- 
counting ideal of full disclosure is con- 
sistent with the American ideal of hon- 
esty and frankness with one’s govern- 
ment. Not very many countries in the 
world have sufficiently educated and 
sufficiently honest citizenry that they 
can and will voluntarily assess, report 
and pay their own taxes, especially in- 
come taxes. 

This is not to say of course that ac- 
counting income and taxable income 
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Full disclosure and 


FULL DISCLOSURE of accounting data 
corresponds in economic affairs to 
the institutions of free press and 
free speech in political affairs. Let 
us ever as custodians of this art be 
counted on the side of full disclos- 
ure. I am sick of the unconsolidated 
subsidiaries with the lease-back ar- 
rangements, of the omission of cur- 
rent market values from Liro in- 
ventories on the balance sheet. I 
am sick and tired of the dormant 
weasel-worded footnotes or be- 
tween-the-lines implications that are 
supposed to come to life if the ac- 
countant finds himself in a tight 
squeeze. I don’t like the railroad 
certificates that say “fairly present 
in accordance with the I. C. C.” 
when the Institute clearly says that 
every certificate must state whether 
or not the statements are in accord- 
ance with generally accepted ac- 
counting principles. Furthermore I 
find no opportunity for “privileged 
communication” for accountants. 
Our job is one of disclosure and not 
of concealment. It makes me sick 
to talk about purging the files for 





income-tax practice 


fear the income tax people will find 
something. I am opposed to making 
close decisions in income tax matters 
in favor of the client without a full 
disclosure of the basis of the deci- 
sion in the return. If income tax 
practice is inconsistent with the ideal 
of full disclosure as in my judgment 
advocacy is inconsistent with the 
ideal of independence, then income 
tax practice may not be for us. Now 
I by no means assert that income 
tax practice is not for us. I simply 
point out that full disclosure and in- 
dependence are our ideals and that 
somehow a way of living within 
them must be found or income tax 
practice may well be inconsistent. 
In any event what we are talking 
about here is the magnificent ideal 
of full disclosure as one of the great 
contributions of the accounting art 
to the free society that we live in; 
another magnificent ideal of the art 
of which we are custodians and an- 
other evidence of the prestige of 
accounting as a real social force in 

our day and age.... 
Arthur M. Cannon, CPA 








are or need to be or can be the same 
thing. They are however related con- 
cepts. Accounting income as we all 
know results from a comparison of rev- 
enue and expense, that is, of value 
added, achieving its significance largely 
in comparisons between firms and be- 
tween periods of time. The concept of 
taxable income is one of ability to pay 
coupled with the recognition of various 
objectives of taxation in encouraging 
or discouraging various fields of eco- 
nomic activity or rewarding or punish- 
ing various segments of the society. For 
accounting purposes, the principle of 
“invariance” is absolutely essential for 
achievement of the full usefulness of 
accounting comparisons. On the other 
hand discrimination is one of the valid 
objectives of taxation. It is inevitable 
that what will be regarded as income 
for tax purposes must sometimes be 
different from that which we account- 
ants regard as income for purposes of 
comparison, appraisal and control. We 
[accountants] have made a serious mis- 
take as a profession in urging on Con- 
gress that these two concepts should 


be brought together. As I have said 
before, such an effort can only in the 
end be disastrous for accounting prin- 
ciples because we will be attempting 
to bring concepts of uniformity and 
comparability and objective appraisal 
into agreement with the essentially 
unharmonious concept of taxable in- 
come. (Clearly in the creation of a 
whole class of wealthy Texans through 
the device of percentage depletion the 
Congress has accomplished an end 
which, whether we approve it or not, 
is utterly inconsistent with the end of 
objective appraisal of income, in which 
we record depletion as an exhaustion 
of cost. To try to force such account- 
ing and taxation concepts as to income 
into the same mold, as was attempted 
with Liro inventories, will eventually 
bring us to the place where the appar- 
ent interests of our clients in percent- 
age depletion might conceivably con- 
flict with what we would regard as the 
appropriate computation of depletion 
for accounting purposes. I shudder to 
think of the pressures that would be 
brought upon us when that time comes. 


I think quite possibly that the forces 
of hypocrisy might win out and that 
we would find ourselves rationalizing 
percentage depletion as we have ra- 
tionalized Liro inventories. Let us not 
put ourselves in any such position.) I 
think we had better stick to our job of 
developing generally accepted account- 
ing principles and let the Congress de- 
velop concepts of taxable income. As 
citizens we are of course among those 
who determine as matters of policy 
where the burden should be laid. As 
accountants in tax practice we deter- 
mine what the application of the law 
is in particular cases. 


Accounting essential to taxation 


However, as with the other points 
that I am making here, the essential 
thing is for us to realize the place of 
accounting and enjoy its prestige. In- 
come taxation has been most important 
in the development of accounting, but 
the point that I am making here is that 
the opposite is also true. The develop- 
ment of accounting has been absolutely 
essential to the development of income 
taxation. It is again a source of pride 
to us that in so important a matter 
accounting is so important. 

I thus see accounting as a social force 
in that it provides a means for appraisal 
of performance, a device for full dis- 
closure, and a basis for income taxa- 
tion. It has an integral part in the 
development of the free economic so- 
ciety which is perhaps the greatest 
accomplishment of our age. By way of 
conclusion at this point let me quote 
from Mr. Roger Freeman, Special As- 
sistant to the Governor of Washington 
and now serving on Federal Commis- 
sion on Inter-Governmental Relations, 
in a letter of June 2, 1954: 

“Our whole economic system rests 
upon a highly developed accounting 
technique. Without high standards of 
accounting and broad acceptance of its 
products there could be no banking 
system, credit, stock companies, verti- 
cal or horizontal integration, chain 
stores, etc. Without accounting there 
could only be small enterprises, shops, 
which the owner can oversee and run 
personally. Larger scale enterprise 
means absentee ownership exercised 
through accounting control. If gov- 


ernment is to provide services required 
in a modern, industrial society it must 
be able to derive support from sources 
beyond owned public domain, tributes 
or property taxes; that would be im- 
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possible accounting. 

“Some accounting activities were car- 
ried on in a rudimentary form through 
tally sticks prior to the invention of 
paper. The invention of paper and 
easier writing made better accounting 
possible which in turn facilitated far- 
ther-reaching economic activity. It is 
no coincidence that the invention of 
double-entry bookkeeping preceded 
by not very much the vast expansion of 
trade, banking and credit activity 
toward the end of the Middle Ages. It 
was, of course, not accounting which 
stimulated economic activity but the 
urge for economic expansion necessi- 
tated the shaping of an improved tool- 
accounting. Many of the explorations 
were undertaken by joint stock com- 
panies (“Company of Adventurers 
Trading into . .”) which required ad- 
vanced accounting. 

“The most outstanding characteristics 
of modern accounting are the standards 
of integrity, of confidence, and reliance 
placed upon it. We trust accounting 
records sufficiently to invest our money, 
buy or sell stocks or bonds, grant, deny 
or cancel credit, expand or curtail cer- 
tain activities because accounting data 
indicate that we should. Without it 
there could be no capital markets, no 
great industrial enterprises, with their 


tremendous, investments in research 
their lowering of costs through mass 
production methods, no mass distribu- 
tion and availability of their goods 
throughout the country at low costs 
within the reach of the average person. 
Financial statements, the soundness of 
a company, and competence and skill 
of its management are judged by out- 
side auditors through an analysis of 
the accounting records. The high de- 
velopment of accounting makes pos- 
sible the integration, control and regu- 
lation of utilities. It enables us to sense 
success or failure of our own enterprise 
on a current basis—through accrual, 
depreciation, cost accounting — early 
in the game when we can take correc- 
tive action rather than wait for a com- 
plete breakdown. Through comparison 
with other enterprises, competitors, we 
can judge our own policies by many 
criteria — operating results and ratios 
—and improve our methods as we go 
along rather than just watch who be- 
comes rich or who goes bankrupt. 
“Accounting — and its acceptance — 
makes possible our highly developed 
insurance system, pensions and security 
for old age; participation of employees 
in enterprises; without it there could 
be no control of vastly expanded gov- 
ernment activity.” -0- 





Double deduction for 


charitable 


contributions of property 


WE HAVE FOLLOWED with interest the 
Commission’s struggles to prevent 
double deduction when taxpayers make 
gifts of property for which they have 
taken business deductions. From an 
accountant’s point of view we wonder 
why the Commissioner takes the tack 
of trying to find income realized at the 
time of gift rather than arguing for a 
“bookkeeping adjustment” to correct 
prior allowance of cost now known not 
to be a business expense. The Harvard 
Law Review for June 1954 had a fine 
note discussing the problem. 

“Existing Code provisions seem to 
allow a taxpayer (making a gift of calves 
to charity) to deduct substantially re- 
lated items twice; once under Int. Rev. 
Cope Section 23(a) when the expense of 
raising the calves is incurred, and again 
uncer Int. Rev. Cope Section 23(0) 
on making the gift. Although as a mat- 
ter of legislative policy this result 
might be justified as encouraging dona- 





tions to charity, consistency with the 
Code’s general scheme for computing 
net income would seem to require 
either that one of the deductions be 
disallowed, or that a countervailing 
adjustment of gross income be made 
by including the market value of the 
calves. Cf. U.S. Treas. Reg. 118, § 
39.23(e)-5 (1953); Edward Katzinger 
Co. v. Commissioner, 129 F.2d 74 (7th 
Cir. 1942). Choosing the latter approach, 
the Commissioner contended that the 
nonmaterial satisfaction derived by 
taxpayer from the charitable contribu- 
tion was the realization of income on 
the calves. This may mean no more 
than that a donor, by disposing of mar- 
ketable calves, has enjoyed an inci- 
dence of ownership sufficient to war- 
rant including their value in his in- 
come. Cf. I.T. 3910, 1948-1 Cum. Butt. 
15. Commentators have suggested a 
comparison between farm land and 
capital investment, equating the an- 
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nual farm products to dividends and 
concluding that farm products, like 
dividends, are taxable as income. Cur- 
rent judicial interpretation of the Code 
lends some support to such a result. 
E.g., Commissioner v. First State Bank 
of Stratford, 168 F.2d 1004 (5th Cir. 
1948) (corporation taxed on payment 
of notes representing bad debts dis- 
tributed among shareholders). Al- 
though the court in Stratford charac- 
terized bad debts as sui generis, farm 
products and notes might be treated 
alike on the ground that both were 
noncapital items about to be converted 
into ‘income’ in the usual sense. See 
Surrey, The Supreme Court and the 
Federal Income Tax: Some Implications 
of the Recent Decisions, 35 Inu. L. Rev. 
779, 781-94 (1941). That farm income 
ordinarily is held not to be realized till 
sale of the product can be explained 
as a concession to the farmer’s con- 
venience by taxing him when he has 
received cash; but such a consideration 
is inappropriate where he donated the 
product to charity. See Griswold, 
Charitable Gifts of Income and the In- 
ternal Revenue Code, 65 Harv. L. Rev. 
84, 86-87 (1951). 

“The Government seems to have sug- 
gested further that the non-material 
satisfaction represented a form of pay- 
ment in return for the gift. This sug- 
gestion differs from the foregoing 
theory in that the gift serves not solely 
to fix a point at which the farm in- 
come is severed from the underlying 
investment, but also as the source of 
‘taxable satisfaction.’ Such a conten- 
tention might be supported by cases 
holding that income gratuitously as- 
signed remains taxable to the donor. 
See, e.g., Helvering v. Horst, 311 U.S. 
112, 117 (1940). But see Helvering v. 
Stuart, 317 U.S. 154, 168 (1942). Logi- 
cally, however, the analysis appears 
equally applicable where the assign- 
ment of income is accompanied by a 
transfer of the income-producing prop- 
erty; but in that instance, the assignor 
is not taxed on future income. See, e.g., 
Austin v. Commissioner, 161 F.2d 666 
(6th Cir. 1947). Moreover, in the light 
of the courts’ aversion to income 
splitting, it is arguable that the pres- 
ence of a family relationship between 
donor and donee in income assignment 
cases may have been determinative. 
See Roehner and Roehner, Realization: 
Administrative Convenience or Consti- 
tutional Requirement?, 8 Tax L. Rev. 
173, 181 (1953). The instant court thus 
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seems justified in rejecting this propo- 
sition. Cf. White v. Brodrick, 104 F. 
Supp. 213 (D. Kan. 1952). 

“It has been proposed that the prob- 
lem of double deductions be resolved 
by disallowing one of them. For 
example, the statute might be amended 
to prohibit charitable deductions com- 
pletely where there has been a prior 
deduction of the costs as business ex- 
penses. See Griswold, supra at 92. But 
such a change would seem to go too 
far in reducing a taxpayer’s incentive 
to donate his products to charity where 
their market value has risen substan- 
tially above their cost. Alternatively, it 
has been pointed out that the costs in- 
curred on products later donated to 
charity may not constitute ‘ordinary 
and necessary’ business expenses. See 
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Bittker, Charitable Gifts of Income and 
the Internal Revenue Code: Another 
View, 65 Harv. L. Rev. 1375, 1382-84 
(1952). Where the taxpayer had not 
anticipated the charitable contribution, 
a retroactive adjustment would appear 
necessary. But since it may not be pos- 
sible to reopen the old returns, one al- 
ternative would be to add the amount 
of the business deduction previously 
taken to gross income for the year of 
the gift. Cf. Sneed v. Commissioner, 
119 F.2d 767 (5th Cir. 1941). It might 
be preferable, however, to reduce the 
allowable charitable deduction for an 
item by that amount; the full market 
value of the property might still be 
used in determining whether the 20% 
limit on charitable deductions had been 
exceeded.” -0- 


New decisions this month 





Stockholders’ loans are non-business 
bad debts. Taxpayer made non-interest 
bearing loans to a mining corporation 
of which her husband was an officer 
and director. They were repayable 
when the corporation could pay. In 
1947 when the debt became worthless 
taxpayer deducted it as a business bad 
debt. Tax Court upheld Commission- 
er’s contention that the debt was a 
non-business bad debt as the taxpayer 
was not in the business of loaning 
money to corporations. The Court held 
tha+ her occasional business activity 
did not amount to a business of lending 
money. Anne R. Barry, TCM 1954-145. 


Loan by beer distributor to brewer 
held business. The Commissioner as- 
serted that only a non-business debt 
deduction was allowable for a loan 
made by a beer distributing partner- 
ship to a brewer. The Court found that 
while the loan was in form to the presi- 
dent of the brewing company, in fact 
it was made to insure the delivery of 
beer. Since this was a business purpose, 
the full bad debt loss should be al- 
lowed. Arthur Rubel, TCM 1954-135. 


Full loss on bad debt because it was 
lender’s business. The Court finds that 
the taxpayer was in the business of 
making speculative loans. Loss on loan 
to house builder allowed in full. J. C. 
Bradford, 22 TC No. 128. 


In forcing change to accrual basis Com- 
missioner must exclude opening inven- 


tory. [Acquiescence] Taxpayer re- 
ported on the cash basis. Since inven- 
tories were an important income-pro- 
ducing factor, the regulations required 
him to use the accrual basis. However, 
when the Commissioner computed ac- 
crual basis income for the taxable year 
in issue, he must allow the opening 
inventory as a cost and cannot include 
collection of accounts receivable at the 
beginning of the year as income. David 
W. Hughes, 22 TC No. 1, Acq. IRB 
1954-33,4. 


Loss fully deductible as hedging 
despite Lifo inventories. Taxpayer, a 
manufacturer of cotton and other bags, 
made much of its cloth itself, purchas- 
ing raw cotton. The Tax Court finds 
that purchases of cotton futures were 
made to protect it from a decline in 
cotton prices, and the loss is a ordinary 
loss on hedging. Nor is the fact that 
the taxpayer uses the Lifo method of 
inventorying its raw cotton and the 
cotton content of in process and fin- 
ished inventory relevant. Lifo is merely 
an accounting method and cannot pro- 
tect a user from actual loss on market 
decline. A Lifo user is entitled to de- 
duct hedging losses. Fulton Bag & Cot- 
ton Mills, 22 TC No. 126. 


Legal expenses for unsuccessful patent 
infringement suit are deductible. Tax- 
payers, as partners, were engaged in 
the business of investing in and ex- 
ploiting patents. In 1938 and 1940 they 


obtained two patents for fire-fighting 
equipment. From 1942-1946 their sole 
business was licensing manufacturers 
under these two patents. In 1946 they 
incurred $55,748 for legal expenses for 
litigation for infringement. In the liti- 
gation the patents were held invalid. 
Commissioner treated the expenses as 
capital expenses and the Tax Court 
sustained Commissioner. The Circuit 
Court held the expenses were ordinary 
and necessary operating costs of the 
business of licensing patents and de- 
ductible as an ordinary business ex- 
pense. “Infringement litigation is a far 
cry from removing a cloud on title or 
defending ownership of property”. Ur- 
quhart v. Comm., CA-3, 8/24/54. 


No deduction for voluntary cancella- 
tion of subsidiaries’ debts. A corpora- 
tion cancelled part of the indebtedness 
of subsidiaries and took additional stock 
from them to enable the subsidiaries 
to obtain bank loans. Taxpayers claimed 
a bad debt deduction for the cancelled 
debts which the Court disallowed on 
the grounds the cancellation was vol- 
untary and converted the debts into 
capital contributions. A loss could only 
be realized when the additional stock 
received was sold or became worthless. 
Lidge Wood Manufacturing Company, 
22 TC No. 141. 


Percentage income from motion pic- 
tures exhibited through established dis- 
tributors is rent. Where taxpyer cor- 
poration exhibits motion pictures 
owned by it through established dis- 
tributors for a percentage of the gross 
receipts, the income received is rent 
and not personal holding company in- 
come. Rev. Rul. 54-284. 


Casualty loss denied for lack of proof. 
The Commissioner disallowed a claimed 
loss of cash and the Tax Court sus- 
tained him stating taxpayer had not 
sustained the burden of proof where 
he failed to keep adequate records and 
made little effort to collect information 
to prove loss. Herbert D. Stone, TCM 
1954-110. 


Additions to insurance company’s 
guaranty loss reserve not operating ex- 
pense. A Texas title insurance company 
deducted as an operating expense five 
percent of gross premiums received 
which they credited to reserve for 
guaranty losses as required by Texas 
law. The Commissioner disallowed the 
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deduction on the ground that additions 
to reserves are not permitted as deduc- 
tions, under the Code, to insurance 
companies other than life or mutual 
even though required by state law. Nor 
are the premiums so segregated un- 
earned income —there is no provision 
as to when they will be released from 
the reserve. The Tax Court agreed. 
Houston Title Guaranty Company, 22 
TC No. 119. 


Unreported gain realized on acceptance 
of new note for installment notes. In 
1943 taxpayer corporation sold a citrus 
grove to its stockholders who gave a 
note for $182,250 payable in 15 yearly 
installments. The taxpayer reported the 
gain on the installment basis. The note 
was secured by the property. In 1945 
the stockholders sold the property to 
outsiders and accepted $225,000 in 
promissory notes bearing 5% interest 
and secured by the property. At that 
time the taxpayer corporation cancelled 
stockholders’ note and mortgage and 
accepted the purchaser’s in their place. 
The Commissioner contended the dif- 
ference between the unpaid install- 
ments due from stockholders and the 
new notes was gain, and the court up- 
held on the ground there was cancella- 
tion and satisfaction of stockholders’ 
notes which amounted to a “disposi- 
tion” of the installment obligations. 
Burrell Groves, Inc., 22 TC No. 138. 


Lacking proof of value reported in 
1932, loss on sale in 1946 disallowed. 
Taxpyer claimed a loss on sale of stock 
in a cemetery in 1946. The stock had 
been received in a liquidation in 1932 
and a value of some $5,000 reported in 
computing the gain on _ liquidation. 
Since no judicial or administrative de- 
termination of 1932 return was made, 
the Tax Court gives little weight to it 
and holds that taxpayer did not here 
meet the burden of proving the basis 
claimed. Jesse D. Otley, TCM 1954-126. 


Purchase price of business is a capital 
asset. Taxpayer paid $22,500 in Febru- 
ary 1949 for a going exterminating 
business. He deducted the purchase 
price as a business expense for 1949 as 
in lieu of amount that would have been 
paid for building up a new business. 
The Tax Court held the expenditure 
was a capital expenditure with indefi- 
nite life since taxpayer had purchased 
a going business. Arwell, Inc., TCM 
1954-136. 


Stockholder’s advances to corporation 
held capital, not loans. Taxpayer formed 
a foam rubber corporation with an- 
other. They paid money as needed into 
the corporation which had no paid-in 
capital. The Court held the payments 
were capital contributions and taxpay- 
er sustained a long-term capital loss 
when the corporation executed an as- 
signment for the benefit of creditors. 
Taxpayer’s payment of a note he had 
endorsed for the corporation was a 
non-business debt and not a loss in- 
curred in a transaction entered into for 
profit. Greenhouse, TCM 1954-144. 
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No deduction for purchased customers 
lost. Taxpayer, operating a window 
and general cleaning service, bought 
the name, good will and customer list 
of another firm, paying 9 to 10 times 
the monthly billing for each customer. 
The taxpayer claimed a deduction of 
the price paid upon the loss of any 
customer so obtained. The Tax Court 
holds that despite the method used to 
calculate the price, the taxpayer bought 
an intangible capital asset which can- 
not be written off until the business is 
abandoned. Anchor Cleaning Service, 
Inc., 22 TC No. 124. 





What is income: 


Embezzled money is taxable income. 
One taxpayer was authorized to sell 
vacant land of his employer. He ar- 
ranged with the other taxpayer to re- 
ceive payments from purchasers. The 
funds so embezzled were later repaid 
to the employer. They had control of 
the funds and therefore they were tax- 
able income. Briggs v. U.S., CA-4, 
7/28/54. 


Jury’s answer that alleged income was 
gift set aside. Taxpayer received a 
pension of $25 a week from his former 
employer which, in 1946, purchased an 
annuity for him to cover this, and also 
paid him some $13,000 as the income 
tax on the annuity which cost about 
$20,000. Interrogatories were answered 
by the jury that both the annuity and 
the tax cost were gifts. These were set 
aside as contrary to the evidence and 
judgment entered for the Government. 
Also the jury’s valuation of the an- 
nuity at $14,500 was set aside since the 
Code prescribed the use of the em- 
ployers’ cost. Peters v. Smith, D.C. 
Pa., 8/5/54. 


Blocked dividends not proved available. 
It had been taxpayer’s policy to report 
dividends in blocked funds only when 
available. 1939 dividends were there- 
fore omitted. However, to increase its 
excess profits credit it sought to in- 
clude the dividends as income in 1939. 
The Court holds that the Tax Court 
properly held it was not shown that the 
dividends were in fact convertible. 
Corn Products Refining Co. v. Comm., 
CA-2, 8/25/54. 


the new decisions 


Hedging transactions not subject to 
“wash loss” provisions. The taxpayer’s 
purchase and sale of commodity fu- 
tures being part of its manufacturing 
operations, are not securities and the 
wash loss provisions do, not apply. 
Corn Products Refining Co. v. Comm., 
CA-2, 8/25/54. 


Income from hedging is not capital 
“wash loss” provisions. The taxpayer’s 
amount of corn in its manufacture of 
corn products dealt in commodity fu- 
tures to protect itself against price 
rises. In 1940 such purchases resulted 
in a $680,000 gain and in 1942 a $110,- 
000 loss which were treated on books 
and returns as ordinary gain and loss 
but later taxpayer claimed they were 
capital. The Tax Court held the pur- 
chases were an integral part of its man- 
ufacturing business. The Circuit Court 
affirmed holding transactions were to 
stabilize inventory costs and protect 
profit and were comparable to hedging 
transactions. Corn Products Refining 
Co. v. Comm., CA-2, 8/25/54. 


Fee in kind income when received 
despite cloud on title. [Acquiescence] 
A client transferred property to tax- 
payer in 1937 for services to be per- 
formed. In 1944 a cloud on the title was 
removed. Taxpayer was on cash basis. 
Commissioner included the reasonable 
value of the property in taxpayer’s 
1944 income. The Court held it was not 
includible as under Texas law title 
passed on transfer in 1937. Thomas W. 
Blake, Jr. 20 TC 721, Acq. IRB 
1954-31,6. 
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Accrual of N. Y. franchise tax on de- 
ficiency. The taxpayer was permitted 
to accrue additional New York fran- 
chise tax based on income which will 
be due because of Federal adjustments 
it did not contest. The additional tax 
which will be assessed because the tax- 
payer lost this case cannot be accrued 
until the contest is settled. Anchor 
Cleaning Service, Inc., TC No. 124. 


The Journal of Taxation ° 


Postmaster is employee. He can’t de- 
duct expenses for adjusted gross in- 
come. Taxpayer who was a second class 
postmaster for the United States de- 
ducted $307 for unreimbursed ex- 
penses. He had taken the optional 
standard deduction. The Court held he 
was an employee not an independent 
contractor and so not entitled to deduct 
expenses of a trade or business. J. 


Rene Harris, 22 TC No. 135. 


Installment mortgage purchase dis- 
counts on a composite basis. Mutual 





October, 1954 


savings banks carrying a large number 
of interest bearing installment mort- 
gages purchased at discounts may 
elect to report the purchase discounts 
on a composite basis provided it does 
not distort its discount income, and the 
bank employs the method regularly 
and reports all income for Federal In- 
come Tax purposes. Rev. Rul. 54-367. 


Real property tax deductible by new 
owner; became a lien when he was 
owner. [Acquiescence] The Tax Court 
interpreted Oklahoma law as providing 
that a lien attaches to the property 
October 1. Hence the taxpayer who 
became owner on July 19 was per- 
mitted to deduct the entire 1946 tax he 
paid in December 1946. (For 1954 and 
subsequent years, the tax must be pro- 
rated between buyer and seller ac- 
cording to the number of days in the 
real-estate-tax taxable year each 
owned the property. Ed.) Gillespie 
Trust, 21 TC 739, Acq. IRB 1954-34,4. 





New depreciation and 


Emergency amortization in computa- 
tion of cooperative patronage dividends 
deductible. A non-exempt cooperative 
association is permitted to deduct base 
patronage dividends i.e. the computed 
amount of profit on members’ business 
returned to members. In computing its 
income, deduction for amortization of 
emergency facilities if elected must be 
made, but not federal income tax paid. 
Rev. Rul. 54-297. 


Warehouse adjacent to one fully 
equipped qualifies for amortization. 
Amortization over a 60-month period 
is allowable for grain warehouses 
equipped for loading. The Service holds 
that a warehouse will qualify if erected 
adjacent to one (owned by an affiliated 
corporation) in such a way that the 
old equipment can be used by a new 
warehouse. Rev. Rul. 54-308. 


Amortization of lessee’s improvements 
denied purchaser of property. Taxpay- 
er, a partnership formed to own and 
operate real estate, bought real estate 
in New York City in 1945 subject to 
a lease running for 21 years with op- 
tions to renew until 1982. Taxpayer 
took depreciation on the building built 
by lessee which Commissioner disal- 


amortization decisions 


lowed. The Court held taxpayer’s in- 
terest in the building was limited to the 
value of the building after the lease 
expired. Since taxpayer had not shown 
what the value was, depreciation de- 
duction was denied. ‘Taxpayer did not 
introduce evidence as to whether ren- 
tals were favorable or unfavorable and 
no premium value was ascertainable so 
Court disallowed deduction for amor- 
tization of portion of taxpayer’s cost it 
claimed represented added value re- 
sulting from favorable lease. Frieda 
Berstein, et al., 22 TC No. 140. 


Lease cost held fixed and amortizable. 
The Court finds that the taxpayer had 
a fixed obligation to spend $250,000 
either on improvements to property he 
occupied as leasee or in additional rent. 
The Commissioner had claimed the 
liability was only contingent. 

The $250,000 is amortizable, and the 
Court finds as a fact that there is a 
reasonable degree of certainty that the 
taxpayer will renew the lease for one 
period of ten years, but not that he 
will renew for two, as permitted in the 
lease. The amortization should be com- 
puted over the term of the lease plus 
one renewal period. Jos. N. Neel, 22 
TC No. 130. 








Pole driving to eliminate water pockets 
in road bed is deductible. In accord- 
ance with Court of Claims decision, 
Kansas City Southern Ry. Co., 112 F 
Supp. 164, and because pressure grout- 
ing, another method of achieving the 
same result is deductible, the Service 
holds that the cost of driving poles into 
the railroad road bed to restore grading 
to its original condition, is deductible. 
They maintain an existing track in a 
safe and economical operating con- 
dition. Rev. Rul. 54-356. 


On sale, Commissioner is correct in 
using cost and depreciation figures in 
prior returns. In January 1943 decedent 
sold a farm consisting of several par- 
cels of land acquired before and after 
March 1, 1913, and on which decedent 
had made some 40 improvements to the 
U.S. for $239,496. Commissioner used 
as the basis of the improvements the 
cost and accrued depreciation which 
taxpayer had reported on his 1942 re- 
turn and assessed over $70,000 defi- 
ciency. Tax Court sustained the Com- 
missioner holding the estate failed to 
overcome decedent’s admissions of cost 
and depreciation in the 1942 return. 
Estate of J. A. Kreis, TCM 1954-139. 


Increase of income to 10% of gross re- 
ceipts disallowed where large business 
expenses not contested. Taxpayers, who 
operated a partnership booking race 
bets, filed partnership returns for 1948 
and 1950 showing gross receipts and 
deductions. The Commissioner in- 
creased their incomes to 10% of gross 
partnership receipts but did not con- 
test deductions. The Tax Court held 
the Commissioner’s method was arbi- 
trary and unreasonable in view of his 
use of taxpayers’ accounts and their 
large uncontested business expenses. 
F. W. Carpenter, TCM 1954-111. 


Entry to bring ledger amount to agree 
with detail of receivable is income. 
After the bookkeeping for the taxpayer 
was far in arrears, a new bookkeeper, 
in taking over, found that the total 
accounts receivable in the subsidiary 
ledger was some $9,500 more than the 
general ledger amount. She entered the 
difference and a credit to surplus to 
correct this. The Court agrees the item 
represents taxable income as correction 
of an error in the taxable year. The 
taxpayer’s claim that errors arose in 
prior years was not proven. Milligan 
and Sons v. U.S., D.C. Iowa, 8/9/54. 
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The never-ceasing struggle to get capital 


gain and ordinary loss: the new decisions 


Purchaser of renewal commissions 
must amortize cost; excess is ordi- 
nary income. Taxpayer is in the 
business of buying from life insur- 
ance agents their right to renewal 
commissions on future premium 
payments. Generally he pays about 
one-third of the total expected to 
be collected. In 1948 he collected 
some $45,000; about $23,000 repre- 
sented excess over his costs. How- 
ever, he paid about $44,500 for fu- 
ture commissions. He claimed that 
on the cash basis he should be al- 
lowed this disbursement as a deduc- 
tion. The Court holds that such a 
method would not clearly reflect in- 
come. Nor is the income capital gain 
—there is no sale or exchange. 
Lewis N. Cotlow, 22 TC No. 122. 


Real estate held as inventory asset. 
[Acquiescence] Despite thinness of 
proof, Tax Court found that tax- 
payer held real estate for twenty 
years for sale to customers. Loss on 
sale is therefore ordinary loss. Jay 
Burns, 21 TC 857, Acq. IRB 
1954-32,4. 


Income under “license agreement” 
ordinary income not capital gain. 
Taxpayers entered into “license 
agreement” with a corporation 
wholly owned by them. The agree- 
ment gave the corporation exclusive 
right to.make, sell and use all prod- 
ucts within the scope of all patents 
owned by taxpyers. The Court re- 
fused to allow taxpayers to treat 
any of the patents as sold or as- 
signed for the purpose of getting 
capital gains treatment. The term- 
inology of the agreement was en- 
tirely that of a license; payments 
were consistently reported as in- 
come. All income received under the 
license agreement was royalties and 
ordinary income to taxpayers. Rob- 
ert C. Switzer, TCM 1954-141. 


Ordinary income on purchase of 
own note at a discount. The tax- 
payer, a broker, was, in 1938, in- 


debted to a bank for about $305,000. 
In that year the Stock Exchange 
adopted its rule that members must 
report to it their indebtedness. Be- 
cause of the size of the debt, the 
taxpayer arranged for his wife to 
be substituted as the debtor on 
$100,000. Later the bank examiners 
required the write down of the note 
to $50,000, and the bank sold it at 
the written down value. The tax- 
payer claimed the settlement of the 
indebtedness for half was a gift. 
The Court found it taxable income. 
J. C. Bradford, 22 TC No. 128. 


Jury finds that gain on sale of 
rental housing is capital. A corpora- 
tion, owned by the taxpayer and his 
wife, built houses for rent to war 
workers, and in 1945 liquidated the 
corporation. The only houses sold 
were those to which the tenants 
would not give a rent increase. But 
in 1947, it being clear that return 
was again insufficient, taxpayer de- 
cided to sell the houses. They were 
sold as they were vacated. The jury 
found that the houses were held for 
rental and investment, not for sale. 
Thus, as either capital assets or de- 
preciable property used in the busi- 
ness 117(j), the gain is capital. King 
v. Jackson, D.C. Texas, 6/17/54. 


Broker did not keep “investment” 
securities separate. Taxpayer’s part- 
nership, a firm of Stock Exchange 
members, claimed that the apprecia- 
tion of securities while in the “in- 
vestment” account should be treated 
as capital gain, not ordinary income. 
The court said the question was 
whether the securities were capital 
assets at the time of sale. Apprecia- 
tion while investments was irrele- 
vant. The court found the securi- 
ties were used in the business. It 
noted the short time they were held, 
the failure to identify specific se- 
curities, the transfer to inventory 
at the year end, lending of the se- 
curities to the trading account. J. C. 
Bradford, 22 TC No. 128. 


Timber lands held to be 117(j) as- 






sets; gain on sale is capital. The 
Court finds that sales of timber land 
were a normal part of taxpayer’s 
business of manufacture and sale of 
barrel staves. Since the land was 
used in the business, gain on the 
sale is capital under 117(j). Thomas 
E. Reese, TCM 1954-134. 


No part of proceeds of sale assigned 
to covenant not to compete. Tax- 
payer sold improvements he made 
to leased land for $33,000 and as- 
sigued his rights as tenant under the 
master lease and landlord in sub- 
leases for $22,000. The contract of 
sale also included a covenant not to 
cempete within three miles. The 
Commissioner contended that the 
lease rights had no value, and the 
entire $22,000 should be treated as 
ordinary income — compensation for 
the covenant. The Tax Court found 
that taxpayer had already under- 
taken a new full-time job in another 
state and the parties did not bargain 
for the covenant as a separate item. 
The entire $55,000 is proceeds of 
sale of capital assets. Lee Ruwitch, 
22 TC No. 127. 


Partners do not have to combine 
partnership 117(j) losses with their 
own. The Commissioner held each 
partner’s share of partnership 117(j) 
transactions should be combined 
with his individual 117(j) transac- 
tions to determine whether the net 
should be treated as capital or ordi- 
nary gains and losses. The Tax 
Court held a partner does not have 
to offset partnership losses against 
individual gains as the partnership 
has its own 117(j) grouping which 
is reportable by the partners as such 
without regard to individual 117(j) 
transactions. Jack Jordan Ammann, 
22 TC No. 133. [See also p. 49.] 


Land and building are separate 
assets for determining 3/1/13 basis. 
[Acquiescence] Under the Code, the 
basis for gain on property owned on 
March 1, 1913, is the higher of ad- 
justed cost or 3/1/13 value. The 
Court held that the land and build- 
ing are separate assets and the basis 
of each is determined separately. 
Atlanta Newspaper, 20 TC 1028, Acq. 
IRB 1954-31,6. 


























MANAGEMENT OF THE 


Corporate tax department 


. ». » FOR CORPORATE TAX EXECUTIVES 


Tax department should be one of company’s 


senior activities, says Gornick of Ford 


IN MANY COMPANIES TODAY total tax 
costs are now exceeded only by direct 
labor costs and raw material costs, Alan 
L. Gornick told the recent American 
Management Association briefing ses- 
sion on the new tax law in New York. 
However, he continued, very few com- 
panies are making any real effort to 
meet the challenge to management pre- 
sented by this new situation in this 
era of big taxes— much less meeting 
the opportunity which it presents to 
manage their tax affairs so as to keep 
their present taxes to a minimum. 

Many companies regardless of size, 
leave their taxes to one, two, or pos- 
sibly more individuals, who are buried 
somewhere, usually in the accounting 
department, and who have no direct 
contact with top management. Some- 
times they are called the “tax depart- 
ment,” more as a means of identifica- 
tion than as an indication of any status 
in the company. At best these individ- 
uals are in no position to do more than 
to make out the tax returns, after the 
events giving rise to the tax liability 
have occurved, and to deal with reve- 
nue agents and others who may audit 
these returns. Companies with legal 
departments may also have a lawyer, 
whose part-time job is to advise these 
individuals on any legal problems they 
may bring to his attention. Occasional 
advice from the public accountants for 
the company or from an outside law 
firm may fill in the picture. 

In contrast with this typical situation 
a number of companies have realized 
the importance of the problem and 
have established an adequately staffed 
tax group as part of top management. 
In all of these companies the head of 
the tax group is an important execu- 
tive of the company who reports di- 
rectly to the president or a senior vice- 
president and in one case directly to 





the Board of Directors. He has a staff 
of from 10 to 50 or more persons, a 
number of whom are lawyers, account- 
ants or engineers. He may have a 
budget for his group of several hundred 
thousand dollars a year. 


Four functions of tax department 

The functions of such a group fit into 
four general categories, as follows: 

1. Advise all levels of management 

as to 

(a) the tax effects of prospective 
action; 

(b) possible tax economies which 
may be effected by changes 
in present setup or procedure, 
or otherwise; 

(c) the effect on the company of 
the constant changes in tax 
law resulting from new ad- 
ministrative rulings, court de- 
cisions and legislation, in- 
cluding the effect of proposed 
legislation; 

2. Prepare, or pass upon before fil- 
ing, all returns and other forms 
of information submitted to any 
taxing authority, and pass upon 
all tax payments; 

3. Handle for the company all audits 
or reviews of tax returns and all 
controversies with the taxing au- 
thorities; 

4. Maintain complete and accurate 
records of all tax action by or 
affecting the company since its in- 
ception, including all adjustments 
between tax and book figures. 

It would seem obvious that in order 
to properly perform these functions the 
tax group should be in the top echelon 
of management and should be inde- 
pendent of any other department. Its 
chief should have a position of respon- 
sibility comparable to that of the Treas- 
urer or other financial executive, or 
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General Counsel. It should be repre- 
sented on policy and planning commit- 
tees, and all activities of the company 
which might have any tax implications 
should be cleared through the group. 


Combination of law & accounting 


Tax problems of business are gener- 
ally a combination of law and account- 
ing, and in some problems engineering 
is also involved. The tax group does 
not properly fit in either the legal de- 
partment or the accounting department, 
and to produce comprehensive tax 
management it should be under its own 
separate roof. 

Our tax laws are extremely difficult 
for even an expert to interpret and 
explain, and no one, not even the sen- 
ior executives of the company, should 
receive his tax advice second hand. 
No matter how thoroughly conversant 
with taxes the Treasurer or other fi- 
nancial officer, Comptroller or General 
Counsel may appear to be, he has nu- 
merous other responsibilities, and the 
subject of taxes is today a full-time 
job, and one of primary, not secondary, 
importance. One of the most important 
functions of the tax advisor is to rec- 
ognize the existence of tax problems 
which may not be apparent to the un- 
trained eye, and the company should 
not depend on its other executives to 
determine whether or not, or to what 
extent, such problems exist, any more 
than it depends upon its Sales Man- 
ager to feret out its industrial prob- 
lems. 

Tax planning is not, of course, an 
end in itself, and many actions of the 
company will be advisable from a busi- 
ness standpoint even though they have 
unfavorable tax consequences. How- 
ever, any business which proceeds 
without knowing the tax effects of its 
action is playing blindman’s buff. 


Advice down the line is useful too 


Advice on the large problems may 
be confined to the top executives, but 
valuable aid can also be rendered to 
the lower echelons of management by 
helping them to recognize tax problems 
and by encouraging them to refer such 
problems to the tax group for resolu- 
tion before the company is irrevocably 
committed. A tax manual in some 
areas may be effective for this purpose, 
especially in large companies. 

Most companies, unless their opera- 
tions are very closely contained, will 
find that the opportunity for tax sav- 
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ings is limited only by the time and 
effort spent in searching for these sav- 
ings. Just as alert management re- 
quires its various departments to con- 
stantly seek new ways of cutting the 
costs under their several jurisdictions, 
it should have a tax group constantly 
seeking new ways of reducing taxes 
and the risks of tax disputes. 

Ill-conceived tax reducing schemes 
can, however, turn out to be both ex- 
pensive and embarrassing. In this, as 
in other spheres of tax counseling, not 
only technical knowledge but experi- 
ence and judgment should be required 
of those comprising the tax group. The 
history of our tax law is largely made 
up of the taxpayer’s search for loop- 
holes and of the government’s efforts 
to close these loopholes by legislation 
or court decision. Needless to say, the 
percentage of success has been greatly 
in favor of the government. 

This does not mean that there are 
not many ways of saving taxes, but it 
does mean that the method adopted 
must be sound enough to stand up un- 
der the law, not only as it is inter- 
preted today, but as it will be inter- 
preted several years from now when 
the returns are audited. Anything 
which will apparently save taxes is 
likely to appeal to the layman, and a 
tax advisor with poor judgment may 
be tempted to make himself tempora- 
rily popular by proposing devices which 
ultimately fail. Several years after the 
adoption of the device the company is 
faced with a tax bill for which it has 
no reserve and on which it has to pay 
6% interest. Also, in some cases the 
failure of the scheme may mean much 
larger taxes than if it had not been 
adopted, and possibly the imposition 
of severe penalties. Poor tax advice 
can be worse than none. 

The aim of a tax group is to prevent 
tax controveries, just as a good legal 
department prevents law suits. The 
most effective way of preventing tax 
controversies, in addition to giving tax 
advice before the event, is to: 

(1) adequately and intelligently pre- 

pare the return, 

(2) assemble and keep available all 

data in support of the return, and 

(3) establish and maintain a reputa- 

tion for straightforward and hon- 
est dealing with the taxing au- 
thorities. 

Some companies might say: “This is 
all well and good; a tax group would 
be nice to have, if we could afford it. 


But we seem to be getting along all 
right with the taxing authorities, and 
when an occasional controversy does 
arise, we can retain outside assistance 
to fight our case at less than it would 
cost to keep an adequate staff within 
our own organization.” 

In answer progressive management 
might well ask: “What assurance do 
we have that we are not grossly over- 
paying our taxes, and that our competi- 
tors are not doing everything in their 
power to reduce this second or third 
largest item of cost? Or, if we know 
that all our competitors are handling 
taxes as we are, can we afford to ne- 
glect this opportunity to get the jump 
on them?” 

If companies which are “getting 
along all right” realized the inherent 
danger of inadequate tax handling, 
they should not rest easy. For example, 
a certain large corporation had to ad- 
vise its stockholders of a $5,100,000 
charge to surplus, because the United 
States Supreme Court upheld a tax 
against a subsidiary due to a method 
of accounting between parent and sub- 
sidiaries, which was apparently fol- 
lowed without due regard to tax con- 
sequences. And the Directors of an- 
other corporation have recently settled 
for $2,300,000 a _ stockholders’ suit, 
which was brought because the com- 
pany had incurred heavy penalty taxes 
for unreasonable accumulation of sur- 
plus. Both of these companies have 
good profit records, and undoubtedly 
have able management, but more at- 





Preventing unfair tax 


THERE IS A TENDENCY, particularly 
among some state and local law- 
makers and enforcement officials, to 
propose, unwittingly or otherwise, 
laws or regulations which unduly 
penalize a particular industry or 
company. One such law or regula- 
tion alone can seriously affect a 
company’s competitive position. If 
the company learns of the proposal 
in time, it may be able to bring 
about its withdrawal or revision by, 
for example, pointing out its harm- 
ful effect on the local business com- 
munity. Once the law is passed or 
the regulation adopted it is usually 
too late to do anything. An alert 
tax group can make certain that no 
such opportunities are missed. 
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tention to taxes might possibly have 
saved them a great deal of money and 
trouble. What has happened to them 
can easily happen to any company and 
particularly one which lacks adequate 
management of its tax affairs. 

The saving of a dollar in income 
taxes in a year in which there is no 
excess profits tax liability is the equiv- 
alent of saving approximately $2.22 in 
other costs, since such other costs are 
deductible in determining net income 
subject to tax. To state this another 
way, it takes about $2.22 of profit be- 
fore federal and state income taxes to 
realize $1.00 after such taxes. The 
$2.22 is based on 52% federal income 
tax plus approximately 3% estimated 
average effective rate for state income 
taxes, considering that such taxes are 
deductible in determining federal in- 
come tax. 

In a year for which excess profits tax 
is payable, each tax dollar is equal to 
$6.67 of other income before taxes if 
the limitation on such tax is not ap- 
plicable or $3.70 if the limitation pro- 
visions are applied. 

In terms of the cost of the tax group 
this means that in return for say $75,- 
000 spent on the group in a year for 
which federal income tax only is pay- 
able, it has to save only $33,750 in in- 
come taxes to pay for itself, since the 
$75,000 is deductible for income tax 
purposes and the tax savings is itself 
not subject to tax. During an excess 
profits tax year the savings required 
would range from $11,250 to $20,250 
depending on whether the total federal 
rate is 82% or 70%. If we assume that 
the company spending the $75,000 has 
an income of $10,000,000 before income 
taxes and pays taxes of at least $5,500,- 
000, a saving of %% or less of each 
dollar would cover the expense of the 
tax group. 

A tax group adequately staffed and 
performing the functions outlined 
above, should, in a company of the 
above size, save many times this 
amount, even where the company does 
not have any unusual transactions 
which might provide opportunity for 
spectacular savings. 

Mr. Gornick, who is Tax Counsel and 
Director, Office of Tax Affairs, Ford 
Motor Company, is a former’ member 
of the New York law firm of Milbank, 
Tweed, Hope & Hadley. He is gener- 
ally regarded as having organized at 
Ford the kind of tax department he 
recommends here. -o- 











NEW DEVELOPMENTS IN 


Fraud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 


Improved screening of prosecution cases may 


be available in regional commissioner’s office 


PRACTITIONERS IN THE FIELD of tax fraud 
cases often are undecided whether to 
ask for a conference and hearing in 
the higher echelons of the Intelligence 
Division after the Special Agent has 
recommended criminal prosecution. 

Usually, he saves his powder (if he 
has any) for the traditionally careful 
hearing given in the Regional Counsel’s 
office. (By the way, the classification 
of “Enforcement Attorney” or “En- 
forcement Counsel” as such may be on 
the way out; the review of a “do 
prosecute” case now may be handled 
by any attorney in the Regional Coun- 
sel’s office whether or not the par- 
ticular attorney has been especially 
trained in criminal cases.) 

But, between the Special Agent, who 
has made the recommendation to 
prosecute, and the Regional Counsel, 
there remain in the order of increasing 
responsibility: 

(1) The Special Agent’s Group Chief 
sometimes doubling as a Conferee in 
the Intelligence Division at the District 
Director’s level; 

(2) The chief of the Intelligence Di- 
vision at the level of the District Di- 
rector; and 

(3) The Assistant Regional Commis- 
sioner — Intelligence, who is in the 
Regional office and 
who is the last one to approve or dis- 
approve the recommendation made by 
the Special Agent which has been 
cleared by his immediate superiors in 


the “field”. 


Commissioner’s 


What conference to seek 

Whether to seek a hearing before 
the Group Chief, the Conferee, or the 
Chief of the Intelligence Division at 
the District Director’s level likely may 
depend on your appraisal of the ob- 





jectivity of the particular individual's 
approach. If he is known as “prosecu- 
tion-minded”, there is probably little 
value in going through the motion of a 
conference at that level. 

But should a conference be sought 
in the office of the Assistant Regional 
Commissioner — Intelligence? Not if 
it is to be a “rubber stamp” review. 
However, it may be of interest to the 
profession to know that in the office 
of at least one Assistant Regional Com- 
missioner — Intelligence, namely, in 
San Francisco, apparently a review and 
conference procedure has been or- 
ganized which would seem to augur 
well for the screening out of the weak 
prosecution cases forwarded by the 
field. In that office a Conference and 
Review Section has been set up, 
manned by two highly competent ex- 
perts who are trained to evaluate evi- 
dence as well as to determine potential 
tax deficiencies. Every case coming 
from the field with a prosecution 
recommendation is conscientiously re- 
viewed; and unofficially at least we 
have been advised that nearly one out 
of two prosecution-recommended cases 
has been sent back to the Intelligence 
Division at the District Director’s level 
for further evaluation, and if nothing 
additional is brought up, prosecution 
has been rejected. 

Furthermore, every request by tax- 
payer’s counsel for an oral hearing 
before this Conference and Review 
Section will be honored. 

Obviously, a review and hearing of 
this sort at the Regional Commission- 
er’s level ought not to be by-passed. 

The San Francisco Assistant Regional 
Commissioner — Intelligence does not 
feel that special credit is due to his 
office for installing an efficient Con- 
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terence and Review Section, since such 
a procedure was provided for in the 
original organization chart with the 
first reorganization of the Internal 
Revenue Service. However, “paper” 
provisions and practical execution are 
often miles apart. While the “review” 
portion of the organization chart may 
have been fairly well put into operation 
generally in all Regional Commissioner 
offices on a intra-mural basis, we are 
not aware that the “conference” por- 
tion of the organization chart, if by this 
is meant access by taxpayers’ repre- 
sentatives to a well-received oral 
presentation, has been widely installed 
in more than a few Regional Commis- 
sioner offices. 

If our readers have any “specifics” 
to bear out or refute our statement, the 
Editors would appreciate your com- 
ments. -O- 


Trend reversed on number 
of fraud cases handled 


THE IRS DISPOSED OF SOME 3,300 fraud 
cases in the ten months ending April 
30, 1954, and had another 3,900 cases 
on hand to deal with at that date. This 
is a sharp reversal of the trend re- 
vealed in the Commissioner’s last an- 
nual report. There the Commissioner 
pointed out that when fraud is sus- 
pected in the regular examination, the 
suspected returns are subjected to a 
joint investigation by special agents of 
the Intelligence Division and examin- 
ing agents to determine the extent to 
which fraud is involved. Special agents’ 
duties relate primarily to the develop- 
ment of evidence suitable for presenta- 
tion in court against those found to be 
evading taxes and involve the follow- 
ing three types of cases: (1) regular 
tax fraud, (2) racketeer, and (3) wa- 
gering tax. 

During 1953 a total of 3,296 cases of 
suspected criminal fraud were com- 
pleted. In 1,276 of these cases recom- 
mendations for criminal prosecution 
were made to regional offices of the 
Chief Counsel. Fraud penalty, but no 
prosecution, was recommended in 1,237 
cases; 196 cases resulted in additional 
tax but no fraud penalties; 148 were 
closed without change; and 439 were 
found not to warrant a fraud investi- 
gation. A table showing the criminal 
fraud investigations included in the en- 
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forcement work for fiscal years 1952 
and 1953 follows: 
1952 1953 
Investigations initiated during year...... 4,162 3,203 
Ttd) DIRRNONE cietecccesmmnnninneccen, SPS Bene 
Action recommended: 
ESE” le 
Fraud penalty (no prosecution)... 1,597 1,237 
Deficiency (no fraud penalty)... 263 196 
YO Ee 132 148 
Fraud investigation not warranted 633 439 
Pending end of period............ 3.653 3,560 


Break-down by types of taxes 
Detailed break-down of fraud action 
by types of cases is shown by Table I. 


Comparison with earlier years 

The long-time upward trend is shown 
by the fiures in Table II, which covers 
a like 10-month period for five years. 


Details on year just ended 

During the year 1,503 cases, involv- 
ing 1,635 proposed defendants and re- 
lating principally to income and wager- 
ing tax violations, were forwarded by 
Regional Counsel. Of these cases 1,405 
were recommended for prosecution and 
98 were transmitted as related subject 
matter. Included in the cases referred 
were 796 in the racketeer class, of 
which 507 were wagering tax cases. 
The previous high involved 1,414 cases, 
with 1,529 proposed defendants, trans- 
mitted during the fiscal year ended 


June 30, 1952, with prosecution recom- 
mended in 1,284 of the cases and not 
recommended in 130 cases. 

Conclusion against prosecution by 
mutual agreement between the offices 
of Regional Counsel and Regional 
Commissioners was reached in 234 
cases, and the Department of Justice 
returned 70 cases without prosecution. 
A total of 1,197 cases were closed and 
at the end of the year the closing in- 
ventory totaled 2,965 cases of which 
2,265 were awaiting closing or prosecu- 
tive action in the Department of Justice 
and United States Attorney’s offices, 
or awaiting conclusion of presecution 
action in the courts. 

Grand juries returned indictments 
against 1,347 defendants, and no true 
bills involving 36 proposed defendants. 
On trial, 145 defendants were convicted 
and 784 defendants, in 752 cases, en- 
tered pleas of guilty or nolo conten- 
dere, while 47 defendants were acquit- 
ted. Sentences were imposed involving 
$3,026,538 in fines; prison sentences to 
be served totaled 349 years, and 1,097 
years were imposed in suspended sen- 
tences and probation cases. In 60 cases, 
principally involving related cases in 
which pleas or convictions of other de- 
fendants were obtained, indictments 
involving 96 defendants were dismissed 
or nol-prossed. —o— 





Table I—Disposition of cases involving suspected fraud 


during the ten months ended April 30, 1954 


July 1, 1953 through April 30, 1954 


otal Estate, gift, 
Percent Corpora- Individual withholding, 
increase or tion income tax, employment, 
decrease (-) income and fiduciaries, and other 
from a year profits partner- miscellaneous 
Item Number ago taxes ships taxes 
Pending beginning of period 3,514 —3.8 372 2,913 229 
ES EE 3,716 41.4 114 1,767 1,835 
Total disposals .....:.............- 3,329 18.5 191 1,869 1,269 
Prosecution recommended 1,636 49.5 48 538 1,050 
Fraud penalty recommend- 
ed (no prosecution) .. 638 —41.5 59 541 38 
ECR nsec eccccestcienm 163 3.8 8 134 21 
No change recommended. 372 291.6 21 211 140 
Investigation discontinued, 
returned to Audit Div.. 520 39.8 55 445 20 
Pending end of period......... 3,901 12.3 295 2,811 795 


Table Il—Suspected fraud cases disposed of, ten months 
ended April 30: 1950-1954 


Disposal recommended 


PROCRCUERD,  ccscsswereccssnstnsiins iinidniabcehbaseniiiinieueiuacpabns 
Fraud penalty (no prosecution ).....................---+- 


Deficiency (no fraud penalty) 
No change ......... 


Investigation discontinued—returned to Audit Division...... 
Te, Se I I e cccccrceeccees 
I TE TN oo crcncasesssnucscoienenmaneybecnaeieyHnbedintasenhnas 





10 months ended April 30 — 


1950 1951 1952 1953 1954 

iiecishi atic 591 507 973 1,094 1,636 
cnieaincianenina 1,387 1,526 1,331 1,091 638 
198 248 202 157 163 

beiies 293 42 107 95 372 

263 550 372 520 

iendbaanishbeainane 2,469 2,586 3,163 2,809 3,329 
3,112 3,195 3,872 3,304 och 





Tax fraud and negligence * 39 


New decisions 





Commissioner’s figures accepted by de- 
fault; fraud sustained. The taxpayer, a 
non-resident alien in business in the 
U.S., remained in Mexico and did not 
appear. The Commissioner’s computa- 
tion of his income from his fish busi- 
ness, reconstructed from U.S. Customs’ 
records of imports, sustained. Since 
the reconstruction appeared reason- 
able and taxpayer was not ignorant of 
tax matters, fraud penalties sustained. 
Victor B. Estrella, TCM 1954-127. 


Fraud penalty sustained though omit- 
ted income was included in following 
year. Taxpayer failed to report his 
$230,000 gain on sale of an option in 
1945. Nor did he include this and a re- 
lated transaction in return he prepared 
for purchaser. Neither he nor pur- 
chaser retained records of the transac- 
tion though purchaser later filed an 
amended return. Taxpayer, knowing 
this, included transaction in his 1946 
return. Being convinced that the mo- 
tive was a hope the transaction would 
never come to light, frustrated when 
the purchaser filed an amended return, 
the Tax Court sustains fraud penalties. 
James L. Meldon, TCM 1954-120. 


Fraud found in claimed salaries, 
switching income among brothers, etc. 
At issue were the personal returns of 
three brothers (one from 1936 to 1942) 
and their wholly owned corporation 
(from 1923 to 1942). Fraud was found 
in the corporation’s claim for salaries, 
in part never drawn, and the balance 
transferred to one brother. Also their 
brokerage partnership was found in- 
valid and includible on the corporate 
return. Jacksonville Paper Company, 
TCM 1954-116. [For further comment, 
see page 00. Ed.] 


No error in conviction of evasion for 
1946 and 1947 where omitted income 
was included in 1948. The taxpayer 
failed to include some income in 1946 
and 1947. Allegedly on advice of an 
accountant, he included it in his 1948 
return, without any indication of its 
nature. There was no error in the trial 
courts denying a motion to suppress 
testimony of his telling this to examin- 
ing agents. Although the Treasury’s 
voluntary disclosure policy was in ef- 
fect then, investigation had started 
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when the taxpayer disclosed these 
facts. Nor was the defendant entitled 
to a charge to the jury that he could 
rely on professional advice. The in- 
dictment concerned only 1946 and 
1947, and the alleged advice concerned 
1948. Monroe v. U.S., CA-5, 8/5/54. 


Conviction upheld despite judge’s al- 
leged partiality. Circuit Court finds 
that trial judge merely exercised firm 
control of proceedings. There was no 
ground for reversal based on his atti- 
tude. However, the evidence convicting 
the taxpayer with the preparation of 
his wife’s return was insufficient to 
support his conviction for aiding in 
preparation of a fraudulent return. 
Rubenstein v. U.S., CA-10, 8/4/54. 


Commissioner’s determination of in- 
come by bank deposit method upheld. 
Taxpayer failed to produce books and 
records so Commissioner computed her 
income for 1949 using bank deposits. 
Taxpayer claimed $24,851 was proceeds 
of the sale of a lumber company which 
resulted in a loss. District Court up- 
held Commissioner because taxpayer 
did not account for deposits or prove 
the funds from the sale of the business 
were deposited in the account. Doll v. 
Glenn, DC KY, 8/4/54. 


Explanation of bank deposits made; no 
negligence penalty. The Commissioner 
asserted a negligence penalty for fail- 
ure to keep such books as would ex- 
plain all his bank deposits. The Court 
found that the taxpayer consistently 
kept large amounts of cash in the of- 
fice and periodically deposited it. Con- 
sequently these deposits should not be 
taxed as income; nor was negligence 
penalty sustained. Thomas E. Reese, 
TCM 1954-134. 


Fraud penalties despite plea of ignor- 
ance. Taxpayer, a heating contractor, 
did not contest deficiencies but con- 
tended that errors were due to ignor- 
ance and misunderstanding by his wife 
and secretary of the memorandums he 
prepared for the tax return. The Court 
reviewed the taxpayer’s testimony, 
and finding several of his actions not 
consistent with his story, felt his credi- 
bility was questionable and sustained 
fraud penalties. Ralph O. Banford, 
TCM 1954-131. 


Owner of auto agency acquitted on tax 
evasion. In a criminal case, based on 


reconstruction of income from bank 
records, the taxpayer was acquitted by 
the jury of attempted income tax 
evasion. Bedgood, U.S. v., D.C. Ga., 
1/13/54. 


Books inadequate; income determined 
from deposits. Pointing out inconsis- 
tencies in the income tax return and 
its petition, that the first few months’ 
business was not entered on the books 


and that two salesbooks were kept, the | 


Court sustained the Commissioner on 
reconstructing income from bank de- 
posits. It accepted taxpayer’s claim that 
certain deposits represented loans re- 
paid, not income. No mention of fraud 
penalties. 25% negligence penalty for 
failure to file excess profits tax sus- 
tained on taxpayer’s lack of evidence 
on this issue. Nemo Linoleum & Tile 
Shop, Inc., TCM 1954-132. 





Gambler who used standard ac- 
counting procedures acquitted of tax 
evasion. After trial without a jury, 
the Court found the defendant, a 
professional gambler in Nevada, not 
guilty of tax evasion. The Court’s 
opinion reviewed the statutory au- 
thority for the use of the net worth 
method and the cases on it. Here 
the taxpayer’s books were set up by 
a national firm of accountants and 
followed the methods generally used 
in Nevada. The books here being 
adequate, the Government had no 
right to use the net worth method. 
Nor is the use of currency unusual 
in this business. Consequently it is 
not an indication of fraud. Review- 
ing the evidence in detail, the Court 
finds that there was no convincing 
evidence of fraudulent concealment. 


Clark, U.S. v., D.C., Calif., 8/4/54. 


Taxpayer can’t insist on net worth 
computation. The Tax Court found 
that the records kept by the tax- 
payer, a wholesale meat dealer, were 
incomplete and inaccurate. Realiz- 
ing that 1944 and 1945 income was 
understated, taxpayer included $10,- 
000 as commissions in 1946. The 
Court held that the taxpayer has 
no right to insist on a net-worth 
accounting and upheld the Commis- 
sioner’s adjustments to purchases 
and sales. Fraud penalties sustained. 
Irving Malbin, TCM 1954-121. 


Court believes taxpayer had large 
opening net worth — tax and penal- 
ties denied. The Tax Court came to 
the conclusion that taxpayer had 
substantial funds in 1947 and re- 
jected the Commissioner’s theory 
that cash used to buy property in 





Five new net-worth decisions this month 


1948 was earned in 1947 and 1948. 
No tax; and therefore no penalties. 
Etta H. Harvey, TCM 1954-113. 


Opening -cash in Commissioner’s net 
worth computation not proved 
wrong. Upon his death in 1946, $50,- 
000 in cash was found in taxpayer’s 
father’s safe deposit box. The Com- 
missioner assessed tax on the theory 
it had been earned in the years 
1941-1946. The only evidence offered 
by the taxpayer, liable as transferee, 
was his own statement that he saw 
the cash in the box in 1936. Com- 
menting that the father’s business 
associates, his secretary, his sister, 
could undoubtedly throw light on 
his income in those years, the Court 
concluded that the burden of prov- 
ing the Commissioner wrong had 
not been met. Fraud penalties not 
sustained — the Commissioner did 
not meet the burden there. S. B. 
Hamilton, TCM 1954-118. 


Records unsatisfactory; net worth 
method used; fraud penalties sus- 
tained. Petitioner's bank deposits 
and cash expenditures in his restau- 
rant and hotel business exceeded re- 
ceipts shown by his memorandum 
book of account and the tax returns 
prepared in accordance with the 
records. The Court finds that the 
Commissioner is justified in reject- 
ing these records and using the net 
worth method. 

The Court is not convinced the 
petitioner had any substantial cash 
on hand in the beginning of 1945. 
It pointed out that the only evidence 
offered is the story of relatives that 
they saw the cash. Fraud penalties 
sustained. Imburgia, 22 T.C. No. 121. 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 


EDITED BY BENJAMIN HARROP, J.D., CPA 


| How should question of taxes be handled 





in jury trial of personal injury cases? 


READING THE CASES THESE LAST few 
months, we become increasingly aware 
of the role of taxes in a personal injury 
suit. Two knotty problems arise in ap- 
praising the tax consequences of such 
awards: (1) in awarding damages for 
loss of future earning power should 
the amount be computed before or after 
income tax deductions on the presumed 
earnings of the individual, and (2) 
should the jury be told that damages 
are tax free to the recipient in the 
year in which received? 


The net pecuniary loss problem. Sam 
Sexton, Jr. dealt with this question in 
a recent issue of the Arkansas Law Re- 
view. “The problem turns,” says Mr. 
Sexton, “on whether the plaintiff should 
be allowed to recover for the loss of 
future earning capacity or whether he 
should be compensated only for his net 
pecuniary loss. The issue arises from 
the nature of actuarial calculations in 
determining the present value of the 
loss of future earnings. For more than 
twenty years the courts in England 
have uniformily rejected the pecuniary 
loss theory. Billingham v. Hughes, 
[1949] 1 K.B. 643; Jordan v. Limmer & 
Trinidad Lake Asphalt Co. Ltd., [1946] 
K.B. 356; Fairholme v. Thomas Firth 
and John Brown Ltd., 49 T.L.R. 470 
(1933). In doing so, the courts have 
supported three propositions: (1) con- 
ceding tax liability on future earnings, 
the plaintiff would, nevertheless, have 
the use of his earnings until the suc- 
cessive due dates of such taxes; (2) 
the payment of the tax is a matter be- 
tween the taxpayer and the Crown and 
the tortfeasor is in no way interested 
in that relationship; and (3) tortfeasors 
who confine their wrongs to plaintiffs in 
the upper income brackets would prac- 
tically escape liability by a plea that 


any award would represent income 
confiscated by the tax. 

Canada, too, has firmly rejected the 
pecuniary loss doctrine on the theory 
that an employee’s earning capacity is 
the amount his employer pays, not the 
amount the employee “takes home.” 
Furthermore the courts have suggested 
that the plaintiff is entitled to but one 
award. Hence, if the judgment is re- 
duced now because of income taxes 
and the tax rates are subsequently re- 
duced, the benefit of such reduction 
would inure to the tortfeasor since the 
plaintiff could not come back to the 
court and ask for an increase in his 
award to compensate for this change. 
Fine v. Toronto Transportation Com- 
mission, 1 D.L.R. 221 (1945). 

In this country, the question of a de- 
duction for future income tax liability 
was first raised in the federal courts. 
In Stokes v. United States, 144 F.2d 82 
(2d Cir. 1944), it was rejected as too 
conjectural. The contention, cast in the 
form of an instruction to the jury, was 
again rejected on a court’s assertion 
that there was no authority to support 
such an instruction and that the jury 
was aware of the fact that the value of 
future to-be-earned income, whether 
net or gross, could not be definitely 
known. Chicago & N.W. Ry. v. Curl, 
178 F.2d 497 (8th Cir. 1949). 

Proof that allowance of such a deduc- 
tion would lead to sheer conjecture and 
speculation is demonstrated by the case 
of Armentrout v. Virginian Ry. There 
deductions for future income tax lia- 
bility were based on the then existing 
tax rates, less an arbitrary thirty per 
cent (on the assumption that Congress 
would undoubtedly soon lower the tax 
rates). Though the reversal was on 
other grounds, the appellate court men- 
tioned that such speculation proved 
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that the award was based on sheer con- 
jecture. Armentrout v. Virginian Ry., 
166 F.2d 400, 407 (4th Cir. 1951). The 
‘take home’ pay terminology was first 
embraced in Southern Pac. Co. v. Guth- 
rie, 180 F.2d 295 (9th Cir. 1950), aff'd 
on rehearing, 186 F.2d 926 (9th Cir. 
1951), cert. denied, 341 U.S. 904 (1951). 
The confusion which would follow 
from acceptance of this argument is 
made apparent in the court’s opinion: 
‘.... the... view that the net take 
home pay, after taxes, would represent 
the actual loss is correct; but we are 
now convinced that we cannot tell how 
much this would be . . . he could look 
forward to an additional exemption 
after age 65, and because he was mar- 
ried, the split income features of the 
law would give two additional exemp- 
tions when his wife reached 65, some- 
thing about which we cannot tell .. . 
there is bound to be some uncertainty 
. . while it may be prophesied that 
during his lifetime income taxes will 
continue, there is not equal certainty 
as to their impact on him.’ 186 F.2d 
926, 927, 928. Too, the award to the 
plaintiff represents the present worth 
of loss of future earnings and must be 
put to work to earn an income for the 
plaintiff and this income is taxable. If 
the tax is taken off one end, it should 
be added at the other. 180 F.2d 295, 
302. In the state courts, Ohio has re- 
jected such a deduction as too specu- 
lative, Smith v. Pennsylvania R.R., 99 
N.E.2d 501 (Ct. of App. Ohio 1950), and 
Illinois has indicated a dictum approval 
of the Ohio result. Advance v. Thomp- 
son, 320 Ill. App. 406, 51 N.E.2d 324. 





Unclean hands permit 

dirty trick 
A NEW yYorK courT had the problem 
of deciding whether it could order a 
wife to return property given her 
by her husband. Evidence showed 
that a substantial lien for income 
tax arrearages had been docketed 
against the husband on the very day 
he had conveyed the real property 
to his wife. The court refused to 
order the wife to reconvey the 
property, which she had agreed to 
do on demand. The husband was not 
coming into court “with clean 
hands”. (Haug v. Haug, App. Div. 
2. 6/28/54.) 
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rev'd on other grounds, 387 Ill. 77, 55 
N.E.2d 57 (1943). 


The Journal of Taxation * 


The jury-trial question. Turning to the 
second part of this problem, we find a 
good analysis by Jess Thomas Hay 
written for the Southwestern Law 
Journal (Vol. 8, No. 1, at page 99). 
“It is not clear that the trial judge can 
exclude taxation from the consideration 
of the jury by the simple process of 
forbidding all mention of it at the 
trial,’ says Mr. Hay. If nothing what- 
ever is said to the jury about taxation, 
he continues, it is not inconceivable 
that the jurors may receive from one 
of their number an argument running 
somewhat like this: ‘We’ve been told 
to compensate the plaintiff by finding 
the present value of the wages he is 
going to lose. We’ve agreed that this 
amount is $50,000. But what’s going to 
happen if we give this fellow a lump 
sum like that? The Government will 
take at least half. And what will be 
compensatory about that? I don’t know 
what tax rates are, but it’s pretty 
obvious that if we want this fellow to 
get $50,000, we’ll have to return a ver- 
dict for $100,000 or maybe $150,000. 
The railroad can pay it, and as far as 
I’m concerned they ought to pay it.’ Is 
this an unlikely scene? Defendants’ 
counsel do not think so, and have tried 
to avoid it by placing before the jury 
the basic legal fact that the verdict will 
not be taxed. 

Such a case was Hall v. Chicago & 
N.W. R.R., 349 Ill. App. 175, 110 N.E.2d 
654 (1953), where it was held that the 
defendant’s lawyer, in an action under 
the Federal Employers’ Liability Act, 
was not out of order in telling the jury, 
in the course of his summation, that 
the verdict, if any, would not be sub- 
ject to income tax. The court’s justifica- 
tion for this holding was a purported 
desire to prevent a ballooning of the 
verdict through an erroneous supposi- 
tion on the part of the jury that the 
lump sum awarded to the plaintiff 
would be heavily taxed. 

Apparently the court did not take ac- 
count of the fact that a jury so advised 
might reduce the verdict in order to 
arrive at what it conceived to be truly 
compensatory damages. If taxes are ef- 


1 Tex. Civ. App., 10th Dist. (Waco), Nov. 
19, 1953. Not yet reported. 

2 Hall v. Chicago & N.W. Ry. 

3 Dempsey v. Thompson, Hilton v. Thomp- 
son. 

# Dempsey v. Thompson, 251 S.W. 2d at 
45. Emphasis added. 
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fectively to be removed from the con- 
sideration of the jury in personal injury 
cases, it appears that these two aspects 
of the problem must be recognized and 
dealt with. 


Complete silence on the issue of taxes 
is no assurance that the issue will ef- 
fectively be removed from the consid- 
eration of the jury. And this problem 
seems rarely to have been dealt with in 
the appellate courts. Prior to the recent 
dictum in the Pool! case that the im- 
pact of future taxes is too speculative 
a matter to be submitted to the jury, 
the problem was apparently considered 
only by the Illinois? and Missouri" 
courts. 


The outcome in Illinois was the Hall 
case, with the unfortunate result noted. 
In Missouri, however, the supreme 
court has suggested that in personal 
injury actions the jury should be in- 
structed “substantially” as follows: +* 


“You are instructed that any award 
made to plaintiff as damages in this 
case, if any award is made, is not 
subject to Federal or State income 
taxes, and you should not consider 
such taxes in fixing the amount of 
any award made plaintiff, if any you 
make. 


Such an instruction, said the Missouri 
Supreme Court, “would at once and for 
all purposes take the subject of income 
taxes out of the case.” And so it would, 
if the italicized portion of the instruc- 
tion were properly understood by the 











jury, for it should prevent the jury 
from making unwarranted increases or 
decreases in the verdict. It is not clear, 
however, that such language, standing 
alone, would be understood by a jury. 
Indeed, it does not appear that this | 
language was properly understood by 
the Illinois court in the Hall case, for 
that court, while purporting to follow 
the Missouri case, believed that taxes 
would be completely removed from the 
consideration of the jury if defendant’s 
counsel was permitted to tell the jury 
simply that the verdict would be tax- 
free. 

It is submitted that the desired ob- 
jective of eliminating the tax issue “at 
once and for all purposes” would best 
be achieved by a more explicit instruc- 
tion — possibly one substantially as fol- 
lows: (1) The jury is to find the pres- 
ent worth of the gross wages that the 
plaintiff would have earned but for the 
disabling injury. (2) the jury is not 
to deduct from the amount so found 
any sums which it is thought the plain- 
tiff would have to pay in taxes if he 
actually earned such gross wages. (3) 
The jury is not to add to the amount 
so found any sum to compensate for 
supposed reduction of the verdict by 
taxation. And it would be helpful if, 
in concluding such an instruction, the 
trial judge would emphasize generally 
that the tax aspects of the case are 
fully taken care of by the income tax 
laws and that the jurors are not to take 
any account whatever of income taxes 
in arriving at the estimated damages. 


New decisions this month 





Contributions to League of Women 
Voters deductible. Taxpayer’s contribu- 
tions to the League of Women Voters 
in Louisville, Kentucky, was disal- 
lowed by Commissioner on the ground 
that it attempted to influence legislation. 
The District Court allowed the deduc- 
tion on the ground the League of 
Women Voters is an educational organ- 
ization and its legislative activities were 
inconsequential and sporadic. Lang 
Estate v. U. S., DC Ky. 7/7/54. 


Bank stockholder’s payment of statu- 
tory double liability is a capital loss. 
The taxpayer, as stockholder in a bank, 
paid additional amounts in settlement 
of its statutory double liability after its 


stock became worthless. The Tax 
Court, because the stock was then 
worthless, allowed the payment as ordi- 
nary loss. The Second Circuit disagrees 
— additional assessments on stock are 
clearly additional cost of the stock and 
if it is worthless the loss is worthless 
stock and capital. 

The taxpayer cannot claim the bank 
was an affiliated corporation so that 
full loss is allowable. The statute al- 
lowing such loss provides that the af- 
filiate’s income be from specified (non 
financial) sources. The bank does not 
meet the test. Adams, Meldrum & An- 
derson, Comm. v., CA-2, 7/29/54. [For 
further comments on this case, see page 
62. Ed.] 
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Gentlemen of the cloth 


Minister’s rental allowance held 
exempt. Without opinion, the Court 
holds that a cash allowance to a 
minister in lieu of making a parson- 
age available to him, is exempt. 
(This is specifically made tax ex- 
empt in the 1954 Code. Ed.) Con- 
ning v. Busey, D.C. Ohio, 6/30/54. 


Congregation’s voluntary payments 
to retired minister are gifts. A con- 
gregation made monthly payments 
to its retired minister who had re- 
signed because of ill health after 25 
years of service. The minister filed 
income tax returns listing the pay- 
ments but claimed they were gifts. 
The Commissioner claimed the pay- 
ments were compensation and as- 
sessed a deficiency. The District 
Court found the payments were 
gifts. MacMilian v. Crenshaw, DC 
Va. 6/1/54. 











Wife liable as transferee on funds 
given her to hinder tax collection. The 
Tax Court finds that her husband 
transferred funds to the taxpayer as 
part of a scheme to hinder collection 
of his unpaid taxes. She would be 
liable as a transferee even if the hus- 
band were not insolvent at the time of 
transfer, which the Court finds he was. 
Her liability is reduced by funds she 
repaid to her husband but not by 
funds expended for his living expense. 
Louise Noell, 22 TC No. 125. 


Cash deposited in another’s bank ac- 
count held income. Taxpayer operated 
several restaurants and was active in 
real estate. He instructed his account- 
ant to deposit $10,000 currency (which 
was in small bills) in the account of 
his cousin, Lillian Lampel (see TCM 
1954-124). The Tax Court finds this 
was taxable to Drinkhouse. Michael F. 
Drinkhouse, TCM 1954-125. 


Money passing through bank account 
not income. Taxpayer claimed that her 
cousin, Michael F. Drinkhouse (see 
TCM 1954-125), asked her to sign twa 
checks for $5,000 saying he had already 
deposited the $10,000 in her account. 
This was corroborated by a friend who 
happened to be present. The Tax Court 
held the $10,000 deposit was not the 


taxpayer’s money. Lillian Lampel, 
TCM 1954-124. - 


Stockholder’s loans are non-business 
bad debts. In 1949 taxpayer made loans 
totaling $25,000 at no interest to a shoe 
company of which he was primary 
stockholder, officer and director. In 
Qctober the company made an assign- 
ment for benefit of creditors. Taxpayer 
deducted the loans as business bad 
debts claiming he was in the business 
of lending money. He had made two 
other loans from 1943 to 1949 in the 
total amount of $10,250. The Court dis- 
allowed the claim because taxpayer had 
not proved loans were related to a trade 
or business of his. Edward Baum, 
TCM 1954-146. 


Auto expense disallowed for failure of 
proof. Taxpayer claimed 5c a mile on 
18,000 miles—some $900. The Court 
found the testimony vague but conced- 
ing some allowance for auto expense 
was proper, permitted $400. Mark H. 
Tinsley, TCM 1954-119. 


Non-business loss for funds advanced 
to corporation. The Tax Court de- 
termined the value of assets of a cor- 
poration at its liquidation by including 
the value of its leasehold. This de- 
termined how much of the advances 
made to the corporation by a stock- 
holder, the taxpayer, was worthless. 
The taxpayer, a real estate broker, 
argued that he should be allowed a 
business bad debt deduction because 


43 


he bought the stock only to try to 
salvage the $25,000 deposit he person- 
ally made for the account of a client 
who later decided not to buy the stock. 
The Court pointed out that the tax- 
payer had not shown he was in the 
business of advancing funds to cor- 
porations. Louis N. Pokress, TCM 
1954-128. 


Personal tax problems * 


Taxpayer held bona fide resident of 
Okinawa. The taxpayer went to Oki- 
nawa in April 1947 under an employ- 
ment contract, renewable for an in- 
definite time. He built a house there 
and married a native of Okinawa. The 
Court found the taxpayer a bona fide 
resident of Okinawa in 1948 and not 
subject to United States income tax on 
his earnings there. Seki v. U.S., D.C. 
Hawaii, 7/26/54. 


Husband allowed interest on loans from 
wife. Taxpayer borrowed various sums 
from his wife (a member of a wealthy 
family) from 1935 through 1943 to fi- 
nance a medical practice, to build a 
home and to pay a bank loan. It was 
orally agreed that the loans were re- 
payable when he could do so and in- 
terest was 8% compounded annually 
but no notes were executed. In 1946 
and 1947 taxpayer purchased personal 
property and real property for his wife’s 
use as part repayment of the notes. 
Commissioner disallowed interest de- 
ductions to taxpayer. District Court 
held the loans were bona fide and the 
deduction was allowable. Virgin, Jr. v. 
U.S., DC FLA. 8/3/54. 





Three new alimony 


Alimony payments made by ex- 
father-in-law as surety are taxable. 
The taxpayer’s father-in-law was 
guarantor of his son’s obligations to 
pay alimony in a separation agree- 
ment incorporated in the divorce de- 
cree. The payments he made were 
held taxable to the wife. Lucken- 
bach v. Pedrick, CA-2, 8/11/54. 


Alimony taxable; no penalty for 
failure to file report, on attorney’s 
advice. [Acquiescence] Amounts 
paid to taxpayer under separation 
agreement, later embodied in di- 
vorce decree, are taxable; however, 
the taxpayer is not liable for pen- 
alties for failure to file a return 
since she acted on the advice of her 





decisions this month 


attorney. Daisy Twinam, 22 TC, 
Acq. IRB 1954-34,4. 


Payments under separation agree- 
ment held alimony. Under a sep- 
arate maintenance agreement, tax- 
payer received payments from her 
husband. The agreement provided 
that the terms could be included in 
a divorce decree. The husband ob- 
tained a divorce. The Court held 
that the separation agreement was 
“incident to a divorce” even though 
not formally incorporated in the de- 
cree and the wife had refused to 
consider divorce at the time of sep- 
aration. The payments were taxable. 
Tax Court reversed. Moses, Comm., 
v. CA-2, 8/11/54. 











NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LI.B., CPA, JOHN 
COSTELLOE, LI.B., AND JOHN WILCOX, LLB. 


Barlow reports on tax aspects 


of business operations abroad 


E. R. BARLOW HAS NOW REPORTED on the 
results of his recent investigation of 
foreign manufacturing subsidiaries. He 
analyzed the home office operations of 
22 companies in 13 different industries 
and the Mexican subsidiaries or affil- 
iates of 17 of the companies. His book* 
is an invaluable source of vicarious 
experience for those contemplating ex- 
pansion into foreign fields, as well as 
for those already so engaged. 

While the many facets of manage- 
ment problems are discussed, the 
reader of this department will be in- 
terested in the generalizations with re- 
spect to taxation. At least he gains 
comfort if the author’s generalizations 
coincide with his own. Here are the 
conclusions with respect to the de- 
cision on the corporate structure to be 
used abroad: 

“The principal alternatives are a 
branch or a corporation. A branch may 
be either a branch of the domestic cor- 
poration, a branch of a special inter- 
national corporation established to 
handle foreign business, or a branch 
of a special corporation designed to run 
the business within a particular coun- 
try. A corporation may be incorporated 
in the United States, in the foreign 
country in which operations are 
planned, or in a third country. 

Decisions on the particular form of 
organization to be used are based 
largely upon questions of tax ad- 
vantages. Most of the companies studied 
had made a thorough investigation of 
the tax advantages of establishing an 
operation in a particular country along 
corporate or other lines. As a result, 
companies had locally incorporated 
subsidiaries in some countries and 
branches in others. So far as the func- 
tions were concerned, there were no 


significant operational differences be- 
tween a branch and a subsidiary. In 
fact, many of the companies controlled 
the corporations they set up abroad 
with little attention to the particular 
corporate setup. In other words, de- 
cisions on management policy were not 
necessarily made by the president and 
board of directors of the particular cor- 
poration, but were made along func- 
tional lines within the home office 
organization. Frequently men did not 
even know without checking who the 
president of a particular subsidiary 
corporation was, since the corporate 
title was not indicative of the function 
actually performed. The head of the 
international organization in the 
United States might be, for example, 
the president of all the local sub- 
sidiaries or at least of a number of 
them. He did not act as president in 
directing the affairs of these subsid- 
iaries, however; the subsidiaries fitted 
into the functional organization of the 
company in much the same way, 
whether they were branches or sub- 
sidiaries. 


Foreign corporation used most 

So far as the companies studied 
were concerned, the foreign corpora- 
tion was the most popular structure 
for manufacturing operations abroad. 
In the 22 concerns studied, manufac- 
turing operations abroad were per- 
formed by 244 locally incorporated sub- 
sidiaries and only 24 branches. In each 
case the branches were branches of 
Western Hemisphere corporations; 
there were 7 Western Hemisphere 
corporations set up by 6 companies. In 
Mexico, all firms studied had estab- 
lished local subsidiaries, but one also 
had set up a branch of a Western 
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Hemisphere company. Many of the 


companies, however, used branches 
purely for sales operations in foreign 
countries where they did not manu- 
facture. 


Western Hemisphere corporations 

Only two of the concerns investi- 
gated made substantial use of Western 
Hemisphere corporations. Only one 
company had more than three branches 
of such a corporation for manufactur- 
ing operations, though some were used 
purely for sales purposes. One com- 
pany had two Western Hemisphere 
corporations, one with seven branches 
and one with one branch. Only one 
company among the concerns studied 
had a branch of a Western Hemisphere 
corporation in Mexico. 

The concerns visited that did not 
utilize Western Hemisphere corpora- 
tions usually gave a variety of reasons 
for not doing so. Many subsidiaries 
had been established in eligible coun- 
tries before the Western Hemisphere 
law came into existence, and the com- 
panies were unwilling to dissolve the 
local corporation to form a Western 
Hemisphere company. 

The tax advantage might not be so 
substantial as it appeared at first, or 
in some cases it might disappear en- 
tirely. The Western Hemisphere cor- 
poration, being a United States cor- 
poration, must pay United States taxes 
on income earned. In some cases it 
might not be possible to remit the 
earnings from the foreign countries 
at the particular time, or it might be 
desirable, instead of remitting funds to 
the United States, to use profits for 
local expansion. In such cases the 
United States taxes would still have to 
be paid, whereas if a foreign corpora- 
tion was used, the United States taxes 
would become payable only when divi- 
dends from the foreign corporation 
were remitted to the parent company. 
If the companies operating in the for- 
eign field were planning expanded op- 
erations for the future, or if exchange 
restrictions limited at any particular 
time the funds that could be remitted 
to the United States, the tax advantage 
accruing to the Western Hemisphere 
company disappeared. 

Another factor that was increasingly 
important every year was the increase 
in the local corporation taxes in for- 
eign countries. It was possible for the 
parent to obtain credit against United 
States taxes for foreign taxes paid; 
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hence, if foreign taxes approached 
United States taxes in amount, no 
United States taxes, or at least only a 
very small United States tax, might 
be payable on the income of the for- 
eign subsidiary. In some countries the 
taxes have become as high as in the 
United States, so that United States 
taxes on the income received are in- 
significant. In such cases, there is no 
advantage in having the Western 
Hemisphere corporation. 

The complexities of interpretation of 
the law on what constitutes doing busi- 
ness outside the United States and 
what is meant by active conduct of a 
trade or business have also discouraged 
some companies from establishing 
Western Hemisphere corporations. 

Increasing use of Western Hemi- 
sphere corporations is being made, 
however, in connection with export 
activities as opposed to manufacturing 
subsidiaries in foreign countries to ef- 
fect tax savings. Thus, exports from 
the United States may be handled 
through a separate export corporation 
which qualifies as a Western Hemi- 
sphere corporation, and sales branches 
in foreign countries may become 
branches of this export corporation in- 
stead of the parent company. 


Use of other branches 


Although the use of branches of the 
parent company or of the international 
corporation responsible for foreign op- 
erations was common for sales opera- 
tions in foreign countries, none was 
used for manufacturing concerns. In 
addition to the disadvantages with re- 
spect to remittance of profits, discussed 
in connection with branches of West- 
ern Hemisphere corporations, there 
were some other reasons for not using 
branches for manufacturing. For ex- 
ample, in some countries the size of 
the total United States corporation 
might be considered for tax purposes 
rather than the size of the local branch, 
with taxes being assessed accordingly. 
And, apart from all the other reasons, 
many companies believed that it was 
advantageous to incorporate within the 
specific country in which operations 
were planned so that the company 
would appear less American and more 
national or local in nature. 

The alternatives that have been con- 
sidered apply only when the parent 
company owns the foreign unit 100%. 
In situations where local interests are 
brought into the organization, the com- 


pany incorporated within the foreign 
country is the logical device to use. 
Some of the concerns studied gave 
little consideration to anything but a 
foreign incorporated subsidiary for 
manufacturing in a foreign country. 
Many executives said that they had 
not considered the possibility of West- 
ern Hemisphere corporations recently, 
but that at least once in the past the 
question had been given serious con- 
sideration. Although most companies 
that were planning additional expan- 
sion of facilities in other countries 
were preparing to use local corpora- 
tions, a number of concerns were study- 
ing the tax advantages in detail before 
going ahead. One company after such a 
study had dissolved several of its for- 
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eign subsidiaries in favor of branches 
of a Western Hemisphere corporation. 

The advantages and disadvantages of 
a foreign corporation as opposed to a 
branch vary for different companies, 
depending upon their plans with re- 
spect to reinvestment of earnings and 
upon the local situation within each 
country. It is certainly worth while 
having the matter studied intensively 
by an expert on the tax and legal 
questions before the corporate form 
for a particular country is decided 
upon.” 

*(“Management of Foreign Manu- 
facturing Subsidiaries”, hy E. R. Bar- 
low, Harvard Business School, Division 
of Research, Soldiers Field, Boston 63, 
Massachusetts. xi ¢ 223 pp. $3.50, 1953.) 
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What is ‘fixed or determinable’ income 


for taxation of a non-resident alien? 


WEYHER & KELLEY are fast becoming 
our favorite writers on the taxation 
of aliens. In their recent article “The 
Income Taxation of Aliens— Some 
Riddles and Paradoxes”, by Harry F. 
Weyher and Augustus W. Kelley III, 9 
Tax L.Rev. 371 (May 1954), they dem- 
onstrate how the commentator can 
contribute toward development of the 
law where the precedents are meager 
and confused. We were particularly 
interested in their analysis of the term: 
“fixed or determinable annual or 
periodical income”. 


Meaning of ‘fixed or determinable’ 

Even though the income is from 
United States sources, it is not taxable 
to non-resident aliens, not engaged in 
trade or business here, unless the in- 
come is also “fixed or determinable 
annual or periodical” income.! The 
meaning of these four adjectives is one 
of the unsolved mysteries of the Code. 

Fortunately, the Code specifically 
lists certain items of income which are 
“fixed or determinable annual or 
periodical income.”? These include in- 
terest, dividends, rents, salaries, wages, 
premiums, annuities, compensations, 
remunerations, and emoluments. This 
statutory list includes the more com- 
monly recurring items and, therefore, 
has undoubtedly prevented an inesti- 
mable amount of litigation. With re- 
spect to other items of income,* how- 


ever, the Code offers no guidance and 
the Regulations very little. 


(a) “Fixed or determinable.” In con- 
nection with the phrase “fixed or de- 
terminable,” the Regulations indicate 
merely: * 

“Income is fixed when it is to be paid 
in amounts definitely predetermined. 
Income is determinable whenever there 
is a basis of calculation by which the 
amount to be paid may be ascer- 
EE 

At first blush this Regulation seems 
only to require that the income be 
computable in terms of dollars. If this 
be so, the phrase is virtually mean- 
ingless, since the courts have long since 
read the same requirement into the 
word “income” itself.5 It seems more 
likely, therefore, that the phrase “fixed 
or determinable” was designed to place 
some further qualification on the word 
“income.”® 

The only authority which attempts to 
spell out this further meaning is the 
little-noticed I.T. 1359,’ concerning 
casualty insurance premiums trans- 
mitted to foreign insurance brokers 
for insurance coverage provided by 
foreign companies. The principal part 
of such premiums is, of course, by con- 
tract to be used by the foreign com- 
panies to provide for losses, so that 
only a part or perhaps none of the 
premiums ultimately will be profit. The 
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ruling, after pointing this out, states 
that the words “fixed or determinable 

. income” were not designed to cover 
payments which normally contain only 
a small proportion, if any, of profit to 
the recipient. 

This analysis casts considerable light 
on a second line of authorities which 
holds that the proceeds of the sale of 
property are not fixed or determinable 
annual or periodical income.’ These 
authorities do not specify whether this 
result is based on the words “fixed or 
determinable” or the words “annual or 
periodical.” The rationale of I.T. 1359, 
however, would indicate that it may be 
the former. The income element in the 
gross proceeds can be ascertained only 
by first deducting the taxpayer’s basis. 
Here, as in the case of the insurance 
premiums, there may in fact be little 
or no profit involved in the payment. 

Although generally the above men- 
tioned authorities merely parrot the 
wording of the Regulation, a suggestion 
may be hazarded on the basis of those 
authorities as to the meaning of the 
word “fixed.” In accordance with the 
holdings of these authorities, a pay- 
ment will be “fixed” income whenever 
it normally is profit, at least in sub- 
stantial part, to the recipient. Thus, 
interest income generally represents 
profit and is “fixed.”® A payment is not 
“fixed” income, however, where cus- 
tomarily all or a substantial part thereof 
is required to be applied by the re- 
cipient for the benefit of the payor, or 
where all or a part thereof represents 
a recoupment of tax basis by the re- 
cipient, or where, for other reasons, 


11.R.C. §211(a). Section 871(a)(1) of 
H.R. 8300 would add to the taxable income of 
a non-resident alien any income which is not 
from the sale or exchange of a capital asset 
but which is treated under other sections of 


the Code as being capital gain, such as lump- 
sum distributions from a domestic pension 
trust. 

2 Ibid. 


3 The Regulations take the position that 
the statutory list is not exclusive, and that 
unlisted items, such as royalties, may be fixed 
or determinable annual or periodical income. 
See Reg. 118, Sec. 39.143-2(a). 

4 Reg. 118, Sec. 39.143-2(b). 

5 See, e.g., Burnet v. Logan, 283 U.S. 404 
(1931); Comm’r v. Carter, 170 F.2d 911 (2d 
Cir. 1948). 

6See Francois Lang, 45 B.T.A. 256, 264 
(1941) Nonacq. Compare LR.C. §147(a), 
which provides for information returns as to 
“fixed or determinable” income whether or 
not it is annual or periodical. 

71-1 Cum. BuLL. 292 (1922); 
3061, 1937-1 Cum. BuLt. 114. 

8 Reg. 118, Sec. 39.143-2(b); 
Celanese Corp. 140 F.2d 339 
1944); Kimble Glass Co., 9 T.C. 


accord, 1.T. 


Comm'r v. 
(OX. Cir. 
183 (1947) 
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the payment does not normally repre- 
sent profit.1° Consistent with this analy- 
sis, “fixed or determinable annual or 
periodical” income has been held not 
to include the proceeds of the disposi- 
tion of bank acceptances,!! distributions 
in reorganization,!2 distributions in 
complete or partial liquidation of a 
corporation,'* and the proceeds of re- 
demption of bonds issued at a dis- 
count.!4 


The legislative background 

Such an analysis accords with the 
legislative background against which 
the statutory concept was enacted. The 
concept of fixed or determinable in- 
come first appeared in the withholding 
provisions of the Revenue Act of 1913.1% 
At that time and subsequently, until 
the Revenue Act of 1936, non-resident 
aliens were allowed deductions and 
were thus taxed, generally speaking, on 
net income.!® Accordingly, there seemed 
to be little point in withholding the tax 
from payments which did not contain 
net income. It would have been ad- 
ministratively impracticable, however, 
to require the payor to examine each 
individual case.17 However, if the pay- 
ment was in the nature of a dividend 
or interest which, in the usual case, 
consisted largely of profits, the payor 
could reasonably be required to recog- 
nize this and to withhold the tax. This 
was the practice in all such cases, even 
though some recipients might have de- 
ductible expenses which would elimi- 
nate the profit. On the other hand, 
where the payment did not normally 
represent profit in its entirety or in 


Acq. But cf. Bloch v. United States, 200 F.2d 
63 (2d Cir. 1952), cert. denied, 345 U.S. 935 
(1953) (where income from the sale of a 
patent varies with sales of patented products, 
the income is to be treated as royalty income 
rather than as proceeds from the sale of the 
patent). Capital gains distributions of regu- 
lated investment companies are not fixed or 
determinable annual or periodical income. I.T. 
3805, 1946-1 Cum. BULL. 120. 

9 For other examples of fixed or determin- 
able income, see Rohmer v. Comm’r, 153 F.2d 
61 2d Cir. 1946), cert. denied, 328 U.S. 862 
(1946) (royalties from license of copyright); 
P. D. Bowlen, 4 T.C. 486 (1944) (profits 
from sale of oil received as royalty under an 
oil lease); G.C.M. 25063, 1947-1 Cum. BuLL. 
45 (proceeds from exercise of stock warrant 
which are taxable as dividend income); Letter 
Ruling, dated Jan. 15, 1948, 5 P-H {76,306 
(1948) (proceeds from sale of stock warrant 
which are taxable as dividend income); Albert 
R. Gallatin Welsh Trust, 16 T.C. 1398 (1951), 
aff'd, 194 F.2d 708 (3d Cir. 1952). cert. 
denied, 344 U.S. 821 (1953) (alimony). 

10 Under the New York Tax Law, which 
requires information returns as to fixed or de- 
terminable income whether or not it is annual 


substantial part, the payor was not 
required to withhold.*® This was true, 
for example, of the proceeds from the 
sale of property. The payor, not being 
required to inquire into the facts of 
each individual case, did not withhold 
from such proceeds, even though in a 
particular case the profit element 
might be substantial.!% 

The interpretation of the concept of 
fixed or determinable income in the 
taxing provisions of section 211 should 
be the same as in the withholding pro- 
visions described supra,2° since the 
concept originated in the latter pro- 
visions and subsequently was incor- 
porated in the taxing provisions in the 
Revenue Act of 1936.21 

Assuming the correctness of this 
suggested analysis of the term “fixed,” 
there remains the problem of ascribing 
some meaning to the term “determin- 
able.” Presumably the latter term would 
refer to payments consisting only in 
part of the income subject to with- 
holding and which could be analyzed 
and separated as such by the payor. 
Thus, a payment may be in part in- 
terest and in part a payment on princi- 
pal. The interest element would be 
“determinable,” since it can be identi- 
fied by the payor. 


(b) “Annual or periodical.” The Regu- 
lations are similarly vague with respect 
to the phrase “annual or periodical” 
and state: 22 

“The income need not be paid an- 
nually if it is paid periodically; that is 
to say, from time to time, whether or 
not at regular intervals.” 


or periodical, returns are not required from 
brokers with respect to profits made by cus- 
tomers in trading securities. Ruling of the Tax 
Commission, Feb. 25, 1920, CCH N.Y. STATE 
Tax Rep. §16-308.10. Article 288 of the New 
York regulations provides that payments which 
need not be reported include payments for 
merchandise, telegrams, telephone, freight, 
storage, and annuities representing the return 
of capital. See also, I.R.C. §147(a), which is 
similar to the New York provision. O.D. 115, 
1 CuM. BULL. 261 (1919), states that crop 
share rentals are not “fixed or determinable’ 
income for the purpose of section 147(a) 
where the landlord is to share expenses of the 
farm. 

11 L.O. 1024, 2 Cum. BuLL. 189 (1920); 
I.T. 1398, I-2 Cum. BuLL. 149 (1922). 

12 1.T. 3781, 1946-1 Cum. BuLL. 119 (ap- 
parently even though the gain is taxable as a 
dividend under §112(c)(2)). 

13 Reg. 118, Sec. 39.143-1(a). The result 
would be otherwise where the distribution is 
in substance a dividend under section 115(g). 


De Nobili Cigar Co. v. Comm’r, 143 F.2d 
436 (2d Cir. 1944). 
14See Letter Rulings, 2 P-H {18,257 


(1953). Cf. Letter Ruling, dated Oct. 7, 1944, 


ee 





cated 








we! 
of | 
a 


sur 
col 
sta 


the 
pa) 


su 
th 


~~. w © *9 


—-~ & 2 

















S not § 


true, 
n the 







being | 


ts of 
hhold 
. in ad 
‘ment 


a sre, 


‘pt of | 


1 the 
10uld 


pro- | 


the 
pro- 
1cor- 
1 the 


this 
ced,” 
ibing 
min- 
‘ould 
y in 
vith- 
yzed 
yor. 

in- 
nci- 

be 


nti- 


‘gu- 
pect 
cal” 


an- 
it is 
- or 


rom 
cus- 
Tax 
‘ATE 
New 
hich 
for 
ght, 
urn 
h is 
115, 
Trop 
le” 
(a) 


the 
0); 


ap- 
Sa 


ult 
is 


g). 


57 
44, 








If the statute and the Regulation 
were read literally, much of the scope 
of the tax on aliens would disappear. 
It would be a simple matter, for ex- 
ample, to have royalties paid in a lump 
sum rather than “periodically.” The 
courts, however, have held that the 
statutory phrase is descriptive of the 
nature or type of income, regardless of 
the actual manner of payment.?* Thus, 
payments of income in a lump sum 
which is normally paid periodically, 
such as rent or royalties, are never- 
theless “annual or periodical.”* 

Among the types of income which 
are not paid periodically and are thus 
not annual or periodical income are 
racetrack winnings,”> prizes won in a 
contest,2® and a_ selling commission 
with respect to a single transaction.?’ 
Similarly, it has been ruled that pay- 
ments, other than retainers, to doctors 
and lawyers, are not fixed or determin- 
able annual or periodical income.”® 


Roberts & Warren concur 


“ 


Essentially their theory is that “a 
payment will be ‘fixed’ income when- 
ever it normally is profit, at least in 
substantial part, to the recipient”. A 
rationale along the same line has been 
developed by two other commentators. 

Roberts and Warren in “Income Tax- 
ation of Nonresident Aliens and For- 
eign Corporations” (Practicing Law 
Institute, January, 1953, Page 65) state: 

“An underlying principle may be 
suggested. An amount paid represents 
‘fixed or determinable’ income if it 
normally consists wholly of gross in- 
come. However, if in determining gross 


b P-H {76,349 (1945) (bonds purchased 
‘flat”’). 

15 Sec. II, D, 38 STAT. 169 (1913). 

16 See, e.g., Reg. 33, Art. 8 (1914). 

17 See Letter Ruling, dated Oct. 7, 1944, 5 
P-H 976,349 (1945). 

18 See note 16 supra. See also, 1.T. 2836, 
XIII-2 Cum. Bui. 81 (1937) (payor not 
required to withhold unless he can reasonably 
assume that the entire amount constitutes “‘in- 
come as distinguished from gross proceeds’’); 
L.O. 1024, 2 Cum. BULL. 189 (1920) (where 
acceptances are transmitted by a foreign holder 
to a domestic agent for collection, “there is 
absolutely no means of determining what the 
profit on such transaction is.”); Comm’r v. 
Wodehouse, 337 U.S. 369, 393 (1949) (the 
words “annual or periodical’ are descriptive 
of the character of the income arising “‘out of 
such relationships as those which produce 
readily withholdable interest, rents, royalties 
and salaries, consisting wholly of  in- 
CONES...» Be 

19 The income would be fixed or determin- 
able, however, even though the withholding 
agent does not know its source and therefore 
does not know how much of it would be 
taxed to the non-resident alien. I.T. 2938, 


income the amount paid must normally 
be reduced by the basis of property, 
the payment is not fixed or determin- 
able. This rationale is supported by the 
fact that the concept had its origin in 
the withholding provisions. The with- 
holding agent is generally not in a 
position to determine the amount of 
gross income subject to withholding 
unless (1) he can reasonably assume 
that the entire amount under his con- 
trol constitutes gross income or (2) he 
is required to ascertain the recipient’s 
cost or other basis in order to deter- 
mine the portion of such amount which 
represents gross income. The latter pre- 
sents administrative difficulties, per- 
haps not insurmountable, but at least 
not adopted by the present scheme of 
taxation. The validity of this rationale 
may have been recognized by the Su- 
preme Court.” -O- 


Netherlands offers help 
to foreign business 


WITH HALF OF EUROPE behind the Iron 
Curtain, opportunities for expansion in 
European trade are necessarily lim- 
ited. Those of our readers with clients 
contemplating setting up operations in 
the Netherlands will be extremely in- 
terested in the Netherlands Industrial 
Institute, Hotel Biltmore, New York 
17, New York. A conference with 
Joseph P. Bourdrez, the head of the 
Institute, will demonstrate at once the 
sincere desire of the Netherlands to 
cooperate. Information generally avail- 
able only as the result of weary inter- 
views, lengthy correspondence or time 


XIV-2 Cum. BULL. 139 (1935). 

20 The Regulations pertaining to the taxing 
provisions of section 211(a), instead of ex- 
plaining the concept, merely make a cross- 
reference to the Regulations concerning the 
withholding provisions of section 143(b). 
Reg. 118, Secs. 39.211-7(b), 39.143-2. See 
also, Comm’r v. Wodehouse, 347 U.S. 369, 
388 (1949); Rohmer v. Comm’r, 153 F.2d 61, 
62 (2d Cir. 1946), cert. denied, 328 U.S. 862 
(1946). Some differences may result because 
of administrative reasons. For example, section 
39.143-1(a) of the Regulations provides that 
no withholding is required as to interest in- 
come realized by a bondholder from the sale 
of a bond between interest dates, but such 
interest apparently is fixed or determinable 
income to the seller. I.T. 3175, 1938-1 Cum. 
BULL. 200. See also, Tonopah and Tidewater 
R.R. v. Comm’r, 112 F.2d 970 (9th Cir. 1940) 
(corporation not required to withhold on 
payments of interest on its bonds, where it 
never controlled the payments because they 
were made by its parent corporation). 

21 Sec. 211(a), 49 STAT. 1714 (1936). See 
H.R. Rep. No. 2475, 74th Cong., 2d Sess. 9-10 
(1936); SEN. REP. No. 2156, 74th Cong., 2d 
Sess. 21-23 (1936); 80 Conc. Rec. 6005, 
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consuming travel abroad is made 
readily available right here in New 
York. 

The Institute is a continuing service, 
set up by private Netherlands banks, 
business, and industrial organizations 
to encourage investment in the Nether- 
lands by Americans. 

We were especially interested in the 
Institute’s Guide to the Establishing of 
Manufacturing Operation ‘: the Neth- 
erlands. This contains vaiuble infor- 
mation on practically every aspect of 
business operation that a prospective 
investor would consider. Current eco- 
nomic and marketing statistics are fur- 
nished, and in addition there is a very 
concise and simple discussion of some 
of the more important rules of labor 
law, corporate law, tax law and mone- 
tary restrictions, all of which would 
play a part in the determination of 
whether the American investor con- 
siders the Netherlands a suitable loca- 
tion. Information is also furnished on 
everything from financing opportuni- 
ties to available transportation and 
other facilities. 


Further information 


Fortune magazine for September has 
an interesting article on U.S. invest- 
ments in the Netherlands, citing the 
several attractive features which are 
drawing American industry to that 
country rather than to its neighbors. 
This isn’t a tax article, but ought to 
help in getting the broad picture. 
(Herbert Solow, “The Dutch Get Pri- 
vate Dollars”, Fortune, September 


1954, page 128). -0- 


8650 (1936). There are some differences be- 
tween the taxing provisions and the withhold- 
ing provisions with respect to dividends and 
interest on bank deposits. See I.R.C. §$§119 
(a)(2)(B), 143 (b), and 211(a)(1)(A). 

22 Reg. 118, Sec. 39.143-2(b). 

23 See Rohmer v. Comm’r, 153 F.2d 61, 63 
(2d Cir. 1946), cert. denied, 328 U.S. 862 
(1946). See also, Comm’r v. Wodehouse, 337 
U.S. 369 (1949). Cf. P. D. Bowlen, 4 T.C. 
486 (1944); Comm’r v. Raphael, 133 F.2d 
442 (9th Cir. 1943), cert. denied, 320 US. 
735 (1943). 

24 See Francois Lang, 45 B.T.A. 256 (1941) 
Nonacq. (interest on a judgment); I.T. 3889, 
1948-1 Cum. BULL. 78 (discount on Treasury 
bills); Dupre v. United States, — F. Supp. -—— 
(S.D. N.Y. 1953) (alimony). Query whether 
the converse should be true, so that install- 
ment payments of items which normally would 
be paid in a lump sum would not be consid- 
ered annual or periodical income. 

25 S.M. 975, 1 Cum. BULL. 184 (1919). 

26 G.C.M. 21575, 1939-2 Cum. BULL. 172. 

270.D. 907, 4 Cum. BuLL. 232 (1921). 
But cf. Comm’r v. Wodehouse, 337 U.S. 369 

28 Bulletin B, revised July 1, 1927, 3 P-H 
{18,263-18,277 (1934). 
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Partnerships 


EDITED BY ROBERT M. MUSSELMAN, LI.B., CPA 


Partnership fiscal year arrangements 


look pretty unsatisfactory under new Code 


PARTNERS AND THEIR TAX ADVISORS 
have one special advantage which does 
not extend to those concerned with 
most other provisions of the law, name- 
ly that, with only very few exceptions, 
the partnership provisions are only 
applicable to partnership years begin- 
ning after December 31, 1954. This 
then means that in the partnership 
field most of us will have a little more 
opportunity to catch our breath and 
have the advantage of official regula- 
tions before the new provisions are en- 
tirely upon us. This is indeed most 
fortunate since a great many of the 
new provisions with respect to partner- 
ships will not only require careful an- 
alysis, but in many instances review 
and possible revision, of partnership 
agreements and partnership accounting 
records. 

The most important aspect in which 
the delayed effective date was not ap- 
plied is the provision for the choice of 
a fiscal year. In our comments in the 
June issue we noted that the House 
Bill restricted the selection of fiscal 
years by partnerships formed after 
June 30, 1954. We suggested both a 
review of any pending partnerships to 
see that they got under this deadline 
and expressed the hope that this date 
might be advanced or modified. We 
regret to have to report not only that 
the date was not advanced but that it 
was actually moved back, so as to ap- 
ply to any partnership formed after 
April 1, 1954. 

Two qualifications of this restriction 
were contained in the final revision but 
neither of these offers much comfort 
so far as we can see now. First, it 
provides that a partnership may use 
that fiscal year which is used by all 
partners having as much as a five per 
cent interest in profits or capital. And 
second, the partnership may adopt or 





change to a fiscal year provided it es- 
tablishes to the satisfaction of the In- 
ternal Revenue Service that it has a 
business purpose for so doing. In all 
other instances, a partnership will be 
required to use the calendar year. 

Since no regulations have as yet been 
issued with respect to this provision, 
we have no way of judging just what 
standards the Commissioner will insist 
on as establishing an appropriate busi- 
ness purpose. While some tightening 
of the previous loopholes which per- 
mitted substantial tax deferment 
(though not tax avoidance) was an- 
ticipated in this field, it seems most 
unfortunate that there should be such 
an abrupt reversal. This represents an 
about face from the position taken just 
a year ago in the interest of facilitat- 
ing the selection of natural business 
years. The first of the exceptions noted 
above seems to offer almost no advan- 
tages at all since it is rare enough to 
find one individual on a fiscal year 
without being forced to locate an entire 
group of partners, all of whom have 
selected the same fiscal year. 

Apparently those partnerships which 
were formed between April 2 and June 
30, 1954, in reliance on the provisions 
of the House Bill, will be forced either 
to change to a calendar year basis or 
else, in accordance with regulations to 
be issued, justify the business purpose 
in the year which they selected. It may 
also be worth noting that the new law 
similarly limits changes of fiscal years 
by partners with a requirement that no 
partner owning as much as a five per 
cent interest may change to any year 
other than that of the partnership, 
except on the basis of a business pur- 
pose. What a person does who is a 
member of more than one partnership 
with different fiscal years has so far 
not been disclosed. 
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One ray of sunshine in this otherwise 
unhappy field is that the new law 
makes partnerships relatively inde- 
structible (as compared with the rules 
applied until very recently.) Until 
about a year ago the established rule 
had been that almost any change in 
the composition of a _ partnership, 
whether it be the admission of a new 
partner or the withdrawal or death of 
an old partner, had the effect of creat- 
ing a new partnership for tax purposes. 
The Treasury abruptly reversed field 
on this proposition on August 3, 1953, 
in Revenue Ruling 144 and for the first 
time announced a new policy of con- 
sidering the partnership to continue in 
almost all such cases. This policy has 
been incorporated into the new code 
with some clarification and hence it 
would seem that most partnerships 
now on a fiscal year basis may reason- 
ably anticipate continuance on such a 
basis in spite of changes in the com- 
position of the partnership itself. Were 
this not the case, it would only be a 
very few years until practically every 
partnership in the country was forced 
over onto a calendar year basis, a re- 
sult which would seem most unfortu- 
nate from the standpoint of taxpayers 
and more especially their accountants. 
-0O- 


Taxpayer wins 117(j) 
partnership case 
PENDING THE TIME when the new law 
does become effective in other areas, 
there is still much value in a clearer 
understanding of the old law in its 
application to partnership situations. 
This is particularly true of provisions 
which may be pertinent to transactions 
to be completed during the remainder 
of this calendar year or partnership 
years beginning before January 1, 1955. 
One extremely interesting detail of 
this sort was touched upon by a recent 
case, which apparently was the first 
case which had treated this point in 
spite of its quite common applicability. 
This was Jack J. Ammann et al, 22 TC 
No. 133, decided 8-26-54. This case in- 
volved the treatment of so-called Sec- 
tion 117(j) assets where the partner- 
ship had transactions resulting in a loss 
and the individual partner had similar 
transactions resulting in a gain. 
Section 117(j) provides with respect 
to the sale or exchange of land or de- 
preciable property used in a trade or 
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business held for more than six months 
that in each taxable period all transac- 
tions of that character are to be aggre- 
gated to determine whether the aggre- 
gate is a gain or loss. If the aggregate 
is a gain, then all such transactions for 
that period are considered to give rise 
to capital gain or loss, but if the ag- 
gregate for that period is a loss, then 
all such transactions are treated as giv- 
ing rise to ordinary loss or gain. No- 
where in the law was there any clear 
statement to indicate whether or not 
a taxpayer was under obligation in 
making this aggregation to combine 
his own transactions with his share of 
the transactions of a partnership of 
which he was a member. The fact that 
the law did specifically provide that 
such a consolidation was required with 
respect to gains and losses on the sale 
or exchange of capital assets would 
create some presumption from the fail- 
ure to make a corresponding statement 
that no such consolidation was required 
with respect to Section 117(j) transac- 
tions. 

The commissioner had endeavored to 
cover this point by a provision in the 
instructions with respect to the part- 
nership return stating: “Each partner 
should be advised of gains and losses 
from such transactions in order that 
they may be aggregated with other 
gains and losses from like transactions 
to determine whether he is entitled to 
the benefits of section 117(j) in making 
individual income tax return.” 
However, this seems to be the only 
place where the matter had been 
touched upon, since there was no cor- 
responding provision of the regulations 
nor any case law from which this con- 
clusion might be said to have been 
derived. 

In the Ammann case the taxpayer 
took the position that the partnership, 
having an aggregate net loss from such 
transactions, was required to consider 
that net loss an ordinary loss in the 
computation of its “ordinary net in- 
come” and that he was in turn required 
to pick up in his own return his entire 
distributive share of this partnership 
ordinary net income without any re- 
classification because of other transac- 
tions which he might have individually 
outside the scope of the partnership. 

The distinction is by no means an 
academic one since the differing ap- 
proaches produce a substantial differ- 
ence in tax liability. This is because 
$1.00 of partnership ordinary loss will 


his 


offset $2.00 of net long term capital gain 
in determining an individual’s taxable 
income, but if the partnership losses 
were converted into capital losses as a 
result of being combined with other 
transactions of the taxpayer individu- 
ally, then they would offset such other 
gains only dollar for dollar. 

In a brief opinion, Judge Murdock 
noted that “the Commissioner has 
pointd to no statutory or other author- 
ity supporting his contrary contention. 

Nor are the cases cited, not in- 
volving the same or indistinguishable 
statutory provisions, authority for the 
Commissioner’s contention.” It is, of 
course, too early to know whether the 
Commissioner will accept this conclu- 
sion, but the point will doubtless be 
of significance to other taxpayers who 
find themselves similarly situated. Un- 
fortunately, the new code does cover 
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the point in Section 702, so that after 
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this year so-called Section 117(j) 
transactions (now covered by Section 
1231) will have to be aggregated as be- 
tween a partnership and its partners 
just as capital gains and losses have 
been in the past. 


AIA schedules 
partnership session 


A SPECIAL SESSION DEVOTED TO THE NEW 
partnership provisions in the 1954 Tax 
Law will be held at the annual meeting 
of the American Institute of Account- 
ants in New York in October. Partici- 
pants in the session have not yet been 
announced but it is generally assumed 
that they will be drawn from members 
of the Institute’s committee on federal 
taxation. —o— 


New decisions this month 





Income to date of death taxable in 
partner’s last return. The taxpayer was 
a member of a partnership reporting on 
a September 30 year. The taxpayer 
died August 9. The Court finds that 
the partnership agreement made no 
provision for continuance after death 
of a partner. The Ohio law provides 
that death dissolves a partnership. It 
follows that income earned up to 
August 9 should be included in the 
partner’s final return. Since the books 
were not closed then, the Commissioner 
did not err in using income for the 
entire year ended September 30. Ebers- 
bach Estate v. Busey, D.C. Ohio, 
7/30/54. 


Partnership interest acquired with 
funds individually borrowed is not 
community property. Taxpayer bor- 
rowed $10,000 from her father to buy 
an interest as a limited partner in a 
family partnership. Under Washington 
law the partnership interest was 
acquired with funds borrowed on indi- 
vidual credit and the interest purchased 
or income from it was separate and not 
community property. Elsie Keil Mathi- 
sen, 22 TC No. 120. 


Wife held joint owner; omitted from 
deed by mistake. Taxpayer reported 
income from one-half of a one-sixth 
interest in a Florida hotel. Commis- 
sioner taxed the full share to taxpayer. 
Taxpayer contended the lawyer who 





prepared the papers for the purchase 
of the interest did not follow his in- 
structions and show his wife as a 
buyer of one-half of the one-sixth in- 
terest. The Tax Court decided taxpayer 
owned only one-half of the interest 
but accepted the Commissioner’s com- 
putation because taxpayer failed to 
show what the income from the hotel 
interest was. Charles Grossman, TCM 
1954-137. 


Good will value for partnership inter- 
est based on ARM 34 disallowed. [Ac- 
quiescence] Earnings of the partner- 
ship (jobbers in auto supplies) de- 
pended on the partner’s services. The 
partnership did not own any franchises 
and was in a competitive business. The 
Commissioner was not bound to value 
a partner’s interest for estate tax pur- 
poses at the figure at which the surviv- 
ing partners purchase his interest. The 
figure was set by an agreement which 
was not binding during life. Est. of 
Robert R. Gannon, 21 TC No. 1073. 
Acq. 1954-35, 6. 


Estate of partner liable for unpaid 
withholdings from partnership em- 
ployees. The partnership, of which the 
decedent was a member, failed to pay 
over the amounts withheld: from its 
employees. His widow, as executrix of 
his estate, is liable to the extent of the 
property of the estate. Houtchens, U.S. 
v., D.C. Alaska, 5/6/54. 
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Criminal penalties to which tax man 


is subject when doing 


E. GRADY PAUL DiscussEs the sanctions 
facing a representative who handles 
tax matters for another in The Virginia 
Accountant. Touching only lightly on 
disciplinary action by professional or- 
ganizations and the Internal Revenue 
Service, he goes into the criminal pen- 
alties provided by statute. We quote: 

A person who prepares a Form 1040 
for another is required to sign the 
statement on the form: 

I declare under the penalties of 
perjury that this return (including 
any accompanying schedules and 
statements) has been examined by 
me, and to the best of my knowledge 
and belief, is a true, correct and 
complete return. 

The wilful failure to sign this state- 
ment is a misdemeanor under Section 
145(a). Of course one who accidentally 
fails to sign a client’s return cannot be 
held liable for such omission. 

The purpose of this section of the 
code appears to be two-fold. First, to 
force disclosure of the identity of the 
person preparing the return; and sec- 
ond, by obtaining his signature, to 
make possible the more serious charges 
under section 3809(a) in situations 
warranting such action. 

Contrary to the view one hears ex- 
pressed occasionally, failure to charge 
for the work done is no excuse for not 
conforming to the statute. In addition, 
the accuracy of the return is no de- 
fense. Thus, one who prepares an ac- 
curate return, for even a family mem- 
ber, without charge, and deliberately 
fails to sign, is guilty of a misde- 
meanor under the terms of the statute. 
The remote chance of prosecution does 
not change the fact of technical vio- 
lation. 

Section 3809(a) corresponds to, but 
is more extensive than old Section 





tax work 


145(c). It was enacted to extend the 
penalties of perjury to situations where 
the requirement of an oath was re- 
moved. The First Circuit has said of 
this section: “It seems to us clear that 
the latter subsection makes it a felony 
merely to make and subscribe a tax 
return without believing it to be true 
and correct as to every material mat- 
ter, whether or not the purpose in so 
doing was to evade or defeat the pay- 
ment of taxes.” 

G.C.M. 14,509, C.B. XIV-1, p. 84 
states the Internal Revenue Service 
position to be that: “The affidavit re- 
quired by Treasury Decision 4476 
(C.B. XIII-2, p. 57) and Department 
Circular 230 (C.B. XIII-2, p. 593) to be 
filed by a person preparing a return 
for another person is designed to make 
the attorney or agent preparing the 
return responsible for an accurate, 
true, and complete report in the return 
of all information of which the at- 
torney or agent has any knowledge; 
but it is not intended to make him re- 
sponsible for the truth and accuracy 
of information furnished to him for use 
in preparing the return where the 
verification of the information by the 
attorney or agent was not embraced 
in his employment to prepare the re- 
turn.” (Emphasis added.) 

It is submitted that the emphasized 
portion of the above G.C.M. is incon- 
sistent with the statutory requirement 
of willfulness insofar as it permits the 
inference, without more, that the rep- 
resentative would be liable for the 
truth of information whose verification 
by audit lay within the scope of his 
employment. The unemphasized por- 
tion of the ruling states the true situa- 
tion under the law. The representative 
who prepares the return is legally lia- 
ble for the information appearing 
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thereon only when he has actual 
knowledge of the true facts, or knowl- 
edge of circumstances which prevent 
his required belief in the truth of the 
matters returned. This is so whether or 
not the knowledge of falsity of re- 
turned information was shown by facts 
obtained during audit or from other 
“outside” sources. In the absence of 
such meaning, it would be possible for 
the representative to be guilty of a 
violation of the statutes without the 
specific intent required by all three. 
The fact that an audit was made by 
the representative should be admis- 
sible only to show the probability of 
the requisite degree of “guilty knowl- 
edge” being present. 

Aside from the charge of conspiracy, 
the final sanction is contained in Sec- 
tion 3793(b)(1) which is directed to 
those situations where one person de- 
liberately aids, advises or is responsible 
for another filing false or fraudulent 
returns. The signature of the person so 
charged is not necessary for a felony 
charge to be brought against him under 
this section. 


When taxpayer withholds data 

The situation where the taxpayer 
claims reliance on the representative 
or the representative claims failure of 
the client to supply all information can 
be illustrated by the holdings in civil 
fraud cases as they differ from the 
criminal cases, legally, only in the 
weight of the burden of proof. In Davis, 
184 F(2d) 86, 50-2 USTC No. 9427; 
and Mark E. Turner, 11 TCM 604, tax- 
payers were relieved of civil fraud 
penalties where they were able to con- 
vince the trier of the fact that they 
had placed complete confidence and re- 
liance on their representative, and in 
effect, the guilt was that of their agent 
and not their own. In Green, 11 BTA 
278, and Blumer, 23 BTA 1045, tax- 
payers’ failure to turn over all infor- 
mation to the accountant was deemed 
evidence of fraud on their part, thus 
casting an incidental inference of lack 
of taint on the representative. 

The above cases, and the many like 
them, illustrate the basic conflict that 
can arise between the taxpayer and 
his representative where questions in- 
volving criminal fraud are presented. 
Each may be faced with the prospect 
of trying to “climb over the other to 
freedom.” In the process the prosecu- 
tion’s case against one, or both, may 
be proved by the co-defendant’s evi- 
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dence. In any event, a representative 
who “willfully” enters false informa- 
tion on a client’s return or other paper 
submitted to the authorities, can re- 
ceive the stiff sentence and fine pro- 
vided under this section of the code. 


Use of disclaimer no help 

There has been much informal debate 
among those who prepare tax returns 
for others as to the wisdom and effect 
of the use of a qualifying stamp over 
the representative’s signature. These 
are usually to some such effect as 
“Prepared from information furnished 
by the taxpayer without independent 
verification.” 

It is quite clear that the use of such 
stamp can have no effect on the legal 
principles we have surveyed. That is, 
the representative cannot relieve him- 
self from the application of the sta- 
tutes by an attempted disclaimer of 
responsibility. With or without the 
stamp he is responsible, under the law, 
to the same degree. The extent of this 
responsibility can be measured roughly 
by the ordinary meaning of “good 
faith.” 

The only apparent benefit to be de- 
rived by the representative from the 
use of the qualifying stamp is to fur- 
nish the defense attorney a point in his 
argument to the jury where the facts 
have resulted in indictment. This pre- 
supposes, however, that the same stamp 
has been used on all the returns of 
clients whose affairs are in his hands 
to the same extent. Use of the stamp 
on only those returns regarded by the 
representative as doubtful in some re- 
spect could clearly backfire and raise 
the inference that the signature was at 
least a violation of the affirmative be- 
lief requirements of section 3809(a). 

In addition, it is to be expected that 
the obvious attempt to disclaim liabil- 
ity for the facts could tip the scales in 
favor of an audit of the return. 

It appears that the solution to the 
question of the use of such a stamp 
depends on a determination of whether 
the representative desires to follow a 
uniform practice with all clients in the 
same category, increase the likelihood 
of audit by the Internal Revenue 
Service, and suffer whatever unpopu- 
larity such action would bring with 
clients, all in order to furnish the de- 
fense, in the unlikely event of indict- 
ment, with an additional argument of 
doubtful effect. These considerations 
would appear-to remove the attractive- 


ness of such a stamp. Perhaps the best 
way to show that “wilfulness” does not 
enter the picture is to preserve care- 
fully the client’s file showing to just 
what extent the representative had 
entered into the preparation and pres- 
entation of the information on the 
client’s return, and that his activities 
in, connection with the matter were 
graced by the “good faith” that is the 
real objective of the code sections 
referred to. 

If the representative acts of “good 
faith” in preparing the returns of his 
clients he has little to fear. The only 
danger here is that professional inapti- 
tude or carelessness may render it 
difficult to persuade the Treasury or a 
jury of the representative’s “good 
faith.” -—O-— 


152 IRS employees fired 


for cause in year 

OF THE TOTAL OF SOME 55,000 employees, 
the IRS found it necessary to discharge 
152 last year. 

Separations during each of the fiscal 
years 1951-53 resulting from investiga- 
tions, including resignations and re- 
tirements while employees were under 
investigation, are shown in the follow- 
ing table by reason for action. 


Fiscal year 

Reason 1951 1952 
ae ge of gratuities, 

i, RR ee 19 53 16 
Embezzlement involving United 

States Government funds 

BE CRIROIE cnaiictinemnnnenn. 19 24 6 
Failure of employee to 


1953 





PAY POPES CAX....w......-cccccccerercccsrececece 3 21 27 
Falsification or distortion of 

Government reports, 

CIID, GIB. . snnsieisisctactacintsoteaseennenenine 4 5 41 
Unauthorized outside activity.......... 1 15 12 
Failure to properly discharge duties 1 7 . 
Personal misconduct unrelated 

to tax cases « 2 45 39 
Refusal to cooperate in an 

Official imvestiQatiON -....0...cecceeeee sone 2 
Divulgence of confidential 

8 Se ee 1 3 
Failure to file financial 

statements _ ........ ecccoesessonenssossmescsooans esse 2 

TOG ‘GRID ccnautininnenae 62 174 152 


The 26,000 enforcement personnel, plus 
253 legal and 2,562 other technical em- 
ployees, make up about half the total 
IRS staff. The others are clerical, la- 
borers, and non-professional office staff. 

~-0— 


7,000 applications filed for 


Treasury enrollment 

THE COMMISSIONER TELLS Us that in the 
1953 fiscal year some 8,000 new appli- 
cations for enrollment to practice be- 


ae 


Tax procedures 


fore the Treasury were received, and 
2,000 renewal applications were filed. 
The total record follows: 


Number 
General enrollment—attorneys 
and agents: 
Applications for enrollment 
BOOPOVOE. 660ssccsenenasens 6,817 
Applications for enrollment 
GISODPTOVER occ ccsccsetsoe 44 
Applications withdrawn on 
advice of the director....... 202 


Applications withdrawn with 
prejudice 
Applications abandoned 
Special enrollment to practice 
before the Internal Revenue 
Service: 


Applications approved by rea- 
son of examination......... 7 
Applications approved pursuant 
to standards and procedures 
based upon former service 
with the Treasury Depart- 
ment. (Section 12, Depart- 
ment Circular No. 230, Re- 


rere or eee 125 
Applications of former 

employees denied .......... 15 
Applications withdrawn ...... 48 
Applications abandoned ...... 60 


Disbarment cases: 


Formal complaints pending 
against enrolled persons.... 29 


Resignations accepted ........ 6 
Resignation accepted with 
MORREEIOD 610000 0s4neeu scene 1 
Reprimands issued ........... 10 
Renewal of enrollment cases: 
Applications for renewal 
ree. 1,976 
Applications for renewal 
Creme 13 
Applications for renewal 
WHA os s'e scxncanvaruiee 8 
-O- 


Procedure for issuing 


new regulations 

THE TEMPORARY RULES promulgated by 
the Commissioner on August 27, 1954 
are helpful insofar as they indicate 
how, when and where to do certain 
things permitted or required by the 
new Code. The life expectancy and an- 
nuity tables to be used under the new 
Code are set forth along with ex nples 
showing how to use the tables. The re- 
maining rules relate to the exercise of 
elections granted under the new Code. 
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The only elections dealt with, however, 
are those which can be made by tax- 
payers without the Commissioner’s 
consent. 

The plan is to issue separate Treas- 
ury Decisions covering some 59 areas 
of the income tax law, possibly by the 
end of the year. Under the notice-of- 
rule-making procedure, the public, of 
course, has 30 days following the date 
of publication in the Federal Register 
to submit comments and recommenda- 
tions. However, if there are any sub- 
stantial changes to be made, it is cer- 
tainly advisable to get them into the 
hands of the Internal Revenue Service 
before the tentative regulations are 
published. -0- 


New decisions 





States may inspect federal tax returns. 
Federal income tax returns and re- 
lated documents may be inspected by 
state governments for the purpose of 
administering any state tax law. Rev. 
Rul. 54-349. 


Subcommittee on pension funds may 
inspect returns. Income, excess profits, 
estate and gift tax returns for 1947-1953 
may be inspected by the subcommittee 
of the House Committee on Education 
and Labor studying welfare and pen- 
sion funds. Executive Order 10551. 


Extension of time for transportation 
tax. Extension of time for filing and 
paying communications and transpor- 
tation taxes may be requested by col- 
lecting agencies and parent companies 
under prescribed conditions or upon 
the showing of a reasonable and valid 
‘need. Lack of funds is not a sufficient 
basis. Rev. Rul. 54-361. 


Consolidated returns election. Affiliated 
groups may not elect to file separate 
returns solely as a result of Regulation 
118. Affiliated groups filing consolidated 
returns in prior years may not elect to 
file separate returns when filing their 
first return after September 26, 1953, 
the date Regulations 118 were issued, 
solely because of such regulation. Rev. 
Rul. 54-364. 


Consolidated returns election. Affiliated 
corporations may elect to file separate 
returns in lieu of consolidated returns 


October, 1954 


for the first taxable year after enact- 
ment of the 1954 Code. Rev. Rul. 
54-365. 


Partial settlement on agreed issues. 
Partial allowances of refunds and 
credits will be allowed to taxpayers in 
cases where some issues are settled 
and others contested. Refund will be 
made in an amount which will be the 
net due the taxpayer if the government 
wins on all the tax-increasing con- 
tested issues. This policy will be ap- 
plied in cases warranting it as a mat- 
ter of sound judgment and such action 
must be approved by the Audit Di- 
vision or the Appellate Division. Rev. 
Rul. 54-378. 


Change in correspondence symbols. 
Symbols set out in Rev. Rul. 26, CB 
1953-1, 491, are no longer in effect due 
to changes in organization. Corres- 
pondence should be addressed merely 
to the Commissioner; but replies to 
correspondence should copy the sym- 
bols on the letter received. Notice 
1954-34,31. 


Who is a “Farmer”. Cotton ginners and 
oyster farmers aren’t farmers for the 
purpose of filing declarations of esti- 
mated income. Rev. Rul. 54-357. 


Claim timely when received on Mon- 
day after three years expire. Taxpayer 
paid his tax July 15, 1948. He mailed a 
claim for refund July 14, 1951, a Satur- 
day, and it was received in the Col- 
lector’s office on Monday. In computing 
the three-year limit, since the last day 
was a Sunday, the following day is 
within the limit. Peters v. U. S., D.C. 
Okla., 7/30/54. 


No error in gamblers’ indictment for 
failure to file Form 1096. Defendants 
were gamblers, indicted in St. Louis 
for failure to file information returns 
showing income paid to individuals, 
and for falsely filing some returns. 
The Court finds the statute clear. Wy- 
man v. U.S., D.C. Mo., 7/13/54. 


Commissioner bound by closing agree- 
ment. [Acquiescence] Commissioner 
entered into a closing agreement under 
Sec. 3760 on Form 906 in 1941 provid- 
ing that reimbursements of plant costs 
by the government were taxable in- 
come and taxpayer was entitled to de- 
duct allowance for amortization. When 
ended in 1945 taxpayer 


emergency 








filed to terminate 60 month period of 
amortization and to use 33 months, 
Commissioner was bound by closing 
agreement and cannot argue reim- 
bursements are not income and tax. 
payer has no amortizable investment, 
Cramp Shipbuilding Co., 14 TC 33. 
Time of accrual of contract costs, 
whose reimbursement by the govern- 
ment was subject to several changes of 
policy, determined. Cramp Shipbuild- 
ing Co., 17 TC 516, Acq. IRB 1954-316. 


Res judicata and collateral estoppel 
denied. Where taxpayer was not a 
party to an earlier decision (Western 
Construction Co., 14 TC 453, affd. 
CA-9) involving members of her fam- 
ily and the partnership of which she 
was a limited partner and where issues 
were different taxpayer cannot plead 
res judicata or estoppel in this litiga- 
tion on her individual liability. Elsie 
Keil Mathisen, 22 TC No. 120. 


Agent’s report allowing refund estops 
Commissioner from asserting issue was 
not in refund claim. Taxpayer’s claim 
for refund did not include a carry-back 
of unused excess profits tax credit. 
This credit was used by the agent and 
included in computation for which tax- 
payer signed Form 874, Acceptance of 
Over Assessment. The Court holds that 
the necessity for mentioning the credit 
in the claim for refund was formal and 
could be waived, that it was waived by 
the agent acting within his authority 
and the claimed estoppel would give 
the taxpayer his substantive rights. 
Government held estopped. Smale Rob- 
inson, Inc. v. U.S., DC Calif., 7/29/54. 


Action on amended claim filed on dif- 
ferent form starts statute of limitations 
on original claim. Taxpayer filed for a 
refund of AAA processing taxes under 
the AAA on a Form 24 in 1936. Later 
in the same year regulations prescribed 
Form 77 as proper and taxpayer then 
filed an amended claim on Form 77. 
The Commissioner disallowed the claim 
on Form 77, but took no action on the 
one filed on Form 24. An action begun 
on the claim filed on Form 77 by tax- 
payer was dismissed because the sta- 
tute of limitations had run. Taxpayer 
now claims that the statute of limita- 
tions did not run on the claim filed on 
Form 24 because the Commissioner 
took no action on it. The District Court 
holds the action on Form 24 was the 
same as the one filed on Form 77 and 
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since taxpayer’s action was not begun 
until two years after his claim was 
disallowed it is barred by the statute 
of limitations. Lian Bros. v. U.S., DC 
NY, 8/20/54. 


Minor factual error in refund claim not 
fatal. In 1929 taxpayer acquired all of 
the stock of a corporation that had a 
pension fund for benefit of employees. 
In 1935 taxpayer assumed the corpora- 
tion’s obligations to make good defi- 
ciencies in the fund and advanced funds 
from time to time which passed through 


the inactive subsidiary to the fund’s 
trustees. The advances were entered 
on the taxpayer’s books as paid to 
from the subsidiary. In 1940 the sub- 
sidiary was eliminated and fund’s trus- 
tees were shown to owe taxpayer some 
$354,000. In 1944 the trustees liqui- 
dated their obligations to the benefi- 
ciarjes, terminated the trust and paid 
taxpayer its assets leaving some $210,- 
000 due to taxpayer. Taxpayer de- 
ducted this as a bad debt due from the 
trust and Commissioner disallowed it. 
Taxpayer paid and filed for a refund. 
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In the claim for refund it stated it had 
made a loan to the corporation and the 
District Court held taxpayer materially 
changed its claim for refund by shifting 
from a statement of a loan to trustees 
to a statement of advances to a cor- 
poration and a purchase from it of the 
obligation. The Circuit Court reversed 
finding that the error (if any) was 
trivial. The essence of the claim was 
given to the Commissioner in the de- 
tailed statement of fact. Scovill Man- 
ufacturing Co. v. Fitzpatrick, CA-2, 
8/24/54. 





IR. MIM, 54-151 
Request for extension of time. An 
adequate reason for granting ex- 
tension of time for filing any return 
due between July 30 and December 
31, 1954, is the statement that time 
is needed to study the Code. 


Automatic extension short years. 
The time for filing returns for 
periods of less than twelve months 
beginning in 1954 and ending after 
July 31, 1954 is extended for cor- 
porations to 3/15/55, and for indi- 
viduals, trusts and estates to 4/15/55. 
No extension of time for payment. 
Extension of time for filing does not 
extend time for payment. Corpora- 
tions must file Form 7004 and pay 
estimated tax. Others may file tenta- 
tive returns and pay estimated tax 
in full or in installments to the ex- 
tent permitted. 

Corporate fiscal years ending after 
3/31/54. The 1954 Code removed the 
proposed reduction in corporate nor- 
mal tax from 30% to 25% to begin 
April 1. Such corporations should 
not file the 1120-FY or 990-T-FY. 
If they have already filed returns 
using the lower rate after April 1, 
amended returns should be filed. 


Other changes. Any taxpayer who 
filed a return now in error because 
of changes made by the 1954 Code, 
should file an amended return and 
pay the additional tax or file an 843, 
— Claim for Refund. Likewise appli- 
cations for tentative carryback ad- 
justments should be amended if re- 
quired. LR.-Mim. 54-151. 


No rulings on new law. Until the 
new regulations are completed, the 
Service will generally not find it 
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practicable to issue rulings on the 
new law. Rulings will be issued on 
the old law. Notice IRB 1954-33,21. 


NOTICE IRB 1954-33, 24 
Determinations on pension plans 
under new Code. The policy of the 
Service not to render rulings on 
matters affected by the new code 
until regulations are issued applies 
also to determination letters issued 
by District Directors. However, 
since qualification of pension or 
profit-sharing trusts is affected by 
only two changes in the new Code 
(trust must be organized in U.S. and 
contributions on behalf of a loss af- 
filiate), determination letters on 
qualification not involving these two 
points will continue to be issued. 


Pending requests and rulings on 
continuing transactions. Pending re- 
quests may be resubmitted after 
promulgation of regulations. Upon 
request, advice as to whether a 
previously-issued ruling is affected 
by the new Code will be given. 
Notice IRB 1954-33,24. 


Application of existing regulations 
to new Code. Insofar as existing 
regulations are not inconsistent with 
the new Code, they are applicable. 
IRB 1954-35,13. 


Regulations on depreciation and 
corporate distributions to be issued 
first. The regulations on the New 
Code will first be issued as separate 
Treasury Decisions on various sec- 
tions. Proposed regulations will be 
published first and comment thereon 
invited. Such comment should be 
submitted within 30 days of publi- 
cation. 


Priority is being given to regula- 
tions on depreciation and corporate 
distribution. Notice IRB 1954-33,32. 


IR. MIM, 54-148 

Interim regulations under the 1954 
code, including life expectancy and 
annuity tables, illustrations of their 
use and instructions on making elec- 
tions not requiring the consent of 
the Commissioner, are published in 
the Federal Register for 8/27/54. 


Old forms still to be used. Forms 
prescribed under the 1939 Code are 
to be used under the 1954 Code in 
so far as they are not inconsistent 
with the Code. LR.-Mim. 54-148. 


Committee reports not to be pub- 
lished in Bulletin. Because of their 
size, the Internal Revenue Bulletins 
will not publish the 1954 Code or 
the Committee reports on it. The 
Senate Committee report and the 
Conference Committee report may 
be obtained from the Superintendent 
of Documents. There are no House 
Committee reports left and it will 
not be reprinted. Notice IRB 1954- 
34,30. 


Proposed revision of Form 706. In 
connection with the revision of 
Form 706 to reflect the 1954 Code, 
consideration will be given to print- 
ing the instructions separately and 
to including a form of power of at- 
torney. IRB 1954-34,30. 


Prior to the end of 1954 the Bureau 
of Internal Revenue will publish a 
list of all organizations for which 
charitable contributions will be al- 
lowed. IRB 1954-36,26. 




















NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH S. MARTEL 


Difficult situation seen as result of 


Ohio Supreme Court decision on inventories 


ONE OF THE BASIC PRINCIPLES of the Ohio 
personal property tax system, adopted 
in the early 1930’s, is that only personal 
property used in business is subject to 
taxation. Property not used in busi- 
ness, such as household goods, personal 
jewelry, etc., is, therefore, exempt. 

The definition of “used in business”, 
(Sec. 5701.08 Title 27 Rev. Code) con- 
tains in part the following language: 

“But merchandise or agricultural 
products belonging to a non-resident 
of this State is not used in business in 
this State if held in a storage ware- 
house for storage only.” 

In the administration of this Section, 
the Ohio rule, applied by successive 
tax commissioners, has been (1) that 
any foreign corporation qualified and 
doing business in Ohio was not a “non- 
resident”; (2) that the word “ware- 
house” as used in the Section meant 
public warehouse; and (3) that any 
stock of goods from which deliveries 
were made to the trade were not “for 
storage only.” 

A very interesting case in statutory 
construction recently arose under the 
above quoted portion of this Section of 
‘the Ohio law. Although the Section has 
been in effect for many years, and al- 
though other states (Nevada, Wiscon- 
sin and New Jersey) have exempted 
certain classes of merchandise in pub- 
lic warehouses, the full potential of the 
Ohio Section had never been realized, 
and the Commissioner’s interpretation 
of it had never been fully tested. Be- 
cause Ohio is a heavily industrialized 
state, wherein many foreign corpora- 
tions are qualified and operate fac- 
tories, warehouses and mercantile busi- 
nesses, this case merits particular 
attention. 

The B. F. Goodrich Company, ap- 
pellant taxpayer in the case, is a New 





York corporation, and with its princi- 
pal office in New York City, although 
its general business offices including 
those of its officers are in Akron, Ohio. 
It has extensive manufacturing opera- 
tions in five counties in Ohio, conducts 
wholesale operations from offices in 
Cleveland and Cincinnati, and operates 
retail stores throughout the State. 

In its 1948 return Goodrich elimi- 
nated and claimed exemption on (1) 
warehouse stock of goods in public and 
leased warehouses destined not only 
for sale by its own retail stores in and 
out of Ohio, but also for shipment to 
its dealers in and out of Ohio pursuant 
to orders taken by its sales offices in 
Ohio and elsewhere; and (2) cotton 
tire cord, an ingredient of tires and 
manufactured by Goodrich at its 
Georgia textile mill, but stored in two 
public warehouses in Ohio and ulti- 
mately to be used by its factories in 
Ohio and elsewhere. 


Basis for exemption claim 

The basis for the claim in each case 
is that (1) as a New York corporation, 
Goodrich is a non-resident; (2) the 
goods were in a storage warehouse; 
and (3) they were so held for storage 
only since no sales actually took place 
from warehouse premises as to dealer 
shipments and no sale at all was in- 
volved as to the intra-company ship- 
ment from the warehouses to its own 
retail outlets or factories; in addition 
the property was not processed, manu- 
factured, fabricated or changed in any 
way while in the warehouses. 

The Commissioner denied the claim 
in its entirety on the grounds (1) that 
Goodrich was not a “non-resident” 
within the meaning of the Section; (2) 
that only goods in public warehouses 
could qualify for exemption and there- 
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fore, the goods. in leased premises 
could not qualify; (3) that the goods 
were not held for “storage only”, since 
they were destined for sale either to 
dealers or through Company stores 
after intra-company shipment; and (4) 
that as to the cotton tire cord, it was 
not merchandise. 

The Board of Tax Appeals reversed 
the Commissioner, and the Ohio Su- 
preme Court affirmed the Board (Good- 
rich v. Peck, 161 O.S. 202) in a well- 
reasoned decision containing not only 
principles of statutory interpretation. of 
tax law, but also principles for apylica- 
tion of case law. The decision as an- 
nounced in the syllabus follows: 

“1. In the absence of the expression 
of a contrary legislative intention, a 
corporation incorporated under the 
laws of a foreign state will generally 
be included by the use in a statute of 
the word ‘non-resident.’ 

“2. Property may be held ‘for stor- 
age only’ even though its owner in- 
tends at some subsequent time to sell 
it or to use it as manufacturing ma- 
terial. (General Cigar Co., Inc., v. Peck, 
Tax Coi:mr., 159 Ohio St., 152, fol- 
lowed.) 

“3. It is a general rule that, if there 
is any ambiguity in a statute defining 
the subjects of taxation, such ambiguity 
must be resolved in favor of the tax- 
payer; and this rule of construction 
generally applies with respect to pro- 
visions of a statute stating that certain 
potential objects of taxation shall not 
be considered to be included within 
specified subjects of taxation. (Para- 
graph three of the syllabus in Cleve- 
land-Cliffs Iron Co. v. Glander, Tax 
Commr., 145 Ohio St., 423, and para- 
graph two of the syllabus in National 
Tube Co. v. Glander, Tax Commr., 157 
Ohio St., 407, distinguished.) 

“4, A reported decision, although in 
a case where the question might have 
been raised, is entitled to no consid- 
eration whatever as settling, by ju- 
dicial determination, a question not 
passed upon at the time of the adjudi- 
cation. (No. 33628— Decided March 
17, 1954.)” 

As a result of this decision, it is 
understood that the Ohio Tax Commis- 
sioner has been confronted with claims 
of domestic corporations that merchan- 
dise owned by them and held in storage 
warehouses for storage only may not 
be constitutionally taxed as it would 
result in discrimination between do- 
mestic and foreign corporations. The 
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Supreme Court’s decision touched on 
this question, but dismissed it with the 
comment that, “such an argument 
should be addressed to the General 
Assembly”. 

Foreign corporations see a possibility 
to reduce their taxes on inventories 
stored in warehouses (whether public, 
owned or leased) in Ohio pending 
shipment to the trade or to other ware- 
houses. The Supreme Court of Ohio 
said in its opinion, “It may be observed 
that property is never placed in stor- 
age by its owner unless the owner in- 
tends to use it in some way later on”, 
and therefore ruled that property of a 
foreign corporation could be considered 
to be “held for storage only even 
though its owner intends; at some later 
time to sell it or to use it as manufac- 
turing material”. The language of the 
Ohio statute and the Supreme Court 
decision would seem broad enough to 
exclude these inventories from taxation. 

Many questions confront the Ohio 
taxpayer and the Ohio Tax Commis- 
sioner. It will take quite some time to 
resolve the multitudinous points 
brought up as the result of this far 
reaching decision. -0O- 


Three lawyers, two CPAs 
appointed to Philadelphia 


Tax Review Board 


TAX MEN ARE WATCHING with unusual 
interest the operation of Philadelphia’s 
new Tax Review Board which was au- 
thorized late last year and started 
functioning in January of this year. In 
its first two months it processed and 
acted upon 258 cases. 

The Board was created by the Phila- 
delphia Home Rule Charter, adopted 
by the electors of Philadelphia on 
April 17, 1951. 

The city council of the City of 
Philadelphia passed an ordinance which 
was approved by the Mayor on Septem- 
ber 9, 1953 setting forth the duties and 
responsibilities of the board. “The Tax 
Review Board is to be the official 
agency of the city to which taxpayers 
may appeal decisions of the executive 
branch of the government affecting 
their tax liabilities. Disputed tax cases 
will frequentiy be settled quickly with 
the least expense to the taxpayer and 
the city through resort to the Board. 
The scope of the function of the Board 
is left to councilmanic determination 
so that it may meet needs in this area 
as they arise.” 


Early in December, 1953, the Mayor 
appointed the Board which is made up 
of three lawyers and two certified pub- 
lic accountants. On January 15, 1954 
the Board actually started operation 
and began to function. Up to March 
18, 1954 it has processed and acted 
upon 258 cases. 

The new members, the first to be 
appointed, are lawyers Paul W. Bru- 
ton, David Berger and Gerald Gleeson, 
and CPAs Ralph M. Fratkin and Morris 
J. Root. 

Forms have been prepared which ap- 
pellant taxpayer may file when he 
wishes a review of his tax liability. 
Taxpayers may be represented by any 
person they choose, irrespective of pro- 
fessional qualification; the City may be 
represented by the Revenue Commis- 
sioner, the City Solicitor, or their des- 
ignatees. Hearings are open to the 
public. 


New York City investment 


companies tax cut in half 
NEw yYoRK CITY gross receipts tax ap- 
plicable to investment companies has 
been reduced from 0.8% to 0.4%. 
Losses sustained in securities transac- 
tions to the extent of gains from the 
same sources can now be deducted. 
--0-~ 


Dallas does and Dallas doesn’t 

THE DALLAS COUNTY TAX assessor says 
he won’t assess personal property taxes 
on automobiles for the year 1954 for 
the reason that the other 253 counties 
have not been collecting this tax. Ap- 
parently there is considerable differ- 
ence of opinion on this score, for we 
are informed that the city assessor of 
Dallas is enforcing this tax. A bill in 
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the state legislature last year which 
failed of passage would have solved 
this problem. We understand that this 
bill will be reintroduced. 


Computation sheet useful 


for checking amount of tax 
MAURICE SKLAR, A BOSTON CPA, sends 
us a computation sheet for checking 
Massachusetts tax calculations, which 
he says he “has been distributing to 
some acquaintances in the public ac- 
counting field. They seem appreciative, 
hence I wonder whether your readers 
might not also be interested.” We think 
so. Especially since the same idea could 
be adapted to other jurisdictions by 
changing basic facts. Here’s how it 
works. 

The figures listed are based on the 
effective rates of taxation in Massa- 
chusetts for 1954 in multiples of $1.00 
through $10.00. The following example 
illustrates the method of computing the 
net tax on business income of an in- 
dividual: 


Move 

Income decimal point Tax 

$2,000.00 3 places to right $49.00 

50.00 1 place to right 1.23 

50 1 place to left 01 

$2,050.50 $50.24 
An adding machine may be used to 
accumulate the tax figures shown 

above. 


It is a simple task for anyone who 
is concerned with Massachusetts tax 
returns to build a table similar to the 
following. The method used is to add 
the multiple of $1.00 to the previous 
total until the multiple of $10.00 is 
reached. At that point, an inspection 
of the first and last figures will supply 
the proof of the steps taken above. 





Massachusetts Tax (1954) Computation Sheet 


INDIVIDUALS, ETC. 


CORPORATIONS 





intangibles, minimum 
interest and income corporate values 
business annuities dividends tax accrual* excess** tax accrual*** 
1. .0245 .01845 .0738 1. .06765 .063363 .00615 .0369 .035587 1 
2. .0490 .03690 .1476 2. .13530 .126726 .01230 .0738 #.071174 2 
3. .0735 .05535 .2214 3. .20295 .190089 .01845 1107 .106761 3 
4. .0980 .07380 .2952 4. .27060 .253452 .02460 .1476 .142348 4 
5. .1225 .09225 .3690 5. .383825 .316815 .03075 .1845 .177935_ 5. 
6. .1470 11070 .4428 6. .40590 .380178 .03690 4.2214 .213522 6. 
7. 1715 .12915 .5166 7. .47355 .443541 .04305 .2583 .249109 7 
8. .1960 .14760  .5904 8. .54120 .506904 .04920 .2952 284696 8. 
9. .2205 .16605  .6642 9. .60885 .570267 .05535 3321 .320283 9. 
10. .2450 .18450 .7380 10. .67650  .633630 .06150 .3690 355870 10. 
* 06765 ** for 1/20 1% computations move decimal *** —.0369 
1.06765 points one place to the left 1.0369 












CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LI.B. 


Code changes affecting 


long-term compensation 


THE PROVISIONS OF OLD FAMILIAR Sec. 
107, with some significant changes, are 
to be found in Sec. 1301 to Sec. 1304 of 
the new Code. The new points are: 

To avoid the litigation which fre- 
quently arose under the old law when 
a series of unrelated services was per- 
formed by one person (generally a 
professional) for another, the new law 
refers to “compensation from an em- 
ployment” rather than “compensation 
for personal services”. It defines “em- 
ployment” to mean an arrangement for 
performing personal services to achieve 
a particular result. 

Thus a lawyer, for example, must 
now be able to point to retention in a 
particular matter before his fee can 
qualify for the spread-back treatment. 
By the same token, if he can do so, 
amounts he receives from the same 
client for miscellaneous service simul- 
taneously performed will not deprive 
him of the statutory relief for his long- 
term compensation. 

The new section also overrules the 
liberal decision in Hofferbert v. Mar- 
shall, 200 F.2d 648, which permitted 
the benefits of split income to be used 
in connection with attribution of long- 
term compensation to years prior to 
1948. The new ban, which is found in 
Sec. 1304(c), applies only to amounts 
received or accrued after March 1, 
1954. 

A third change affects compensation 
for services rendered by partnerships. 
Formerly all partners were entitled to 
the long-term spread treatment if the 
compensation was received by their 
firm, even though they had not been 
partners when the services were ren- 
dered. Now only persons who were 
partners for 36 months, or during the 
period of employment of the firm, may 
use the favored treatment. An indi- 
vidual who was a partner for the 





minimum 36 month period, but not for 
the entire period of employment, may 
spread his portion of the compensation 
only over the period of his membership 
in the firm. An exception is made for 
individuals who were employees of the 
firm prior to becoming partners, if 
they shared in the proceeds of the 
work. And partners who so participate 
must spread their shares of the com- 
pensation over the period during which 
the amount was earned, or the period 
during which they were partners, 
whichever is shorter. 


Inventions and Artistic Works. — Un- 
der Sec. 1302 gross income from inven- 
tions may now be spread over as much 
as 60 months, if the development took 
that long. And the period during which 
an individual must have worked on 
inventions or artistic productions has 
been reduced from 36 to 24 months. -o- 


Lid 6 + 


Pension with built-in 


ust aa ' 


cost-of-living adjustment 
NATIONAL AIRLINES NEW pension plan, 
with its built-in cost-of-living shock 
absorber, is an example of a new 
wrinkle in making pension plans do the 
job in the future they are intended to 
do. This is the way it works. 

Each year each covered employee is 
credited with a “unit of pension”. On 
retirement each of his units is adjusted 
separately to reflect increased living 
costs since the date of credit, with a 
maximum annual increase of 714%. 
The Bureau of Labor Statistics index 
is the measuring rod. 

On retirement the employee is given 
a base index figure reflecting the then 
cost of living level. His pension is re- 
viewed every six months. If the official 
index rises more than 5% above or 
drops more than 10% below the base 
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figure, an adjustment is made in the 
pension check. 

Business Week (7/10/54) gives this 
example of how the plan works: 

“John Doe retires at age 65 at a 
pension of $100 a month. His base c-of-] 
figure is 120. Two years later, the c-of-] 
index is up to 126; that’s only 5% above 
his base figure, so his pension stays at 
$100 a month. But suppose the index 
is up to 132. That’s 10% above his base 
figure; he doesn’t get credit for the 
first 5% of increase, but the other 5% 
is applied to his pension. He gets a 
new pension of $105 a month. 

“On the downside, if the index falls 
to 108 (exactly 10% less than his base 
figure of 120), nothing happens. If it 
goes below that, his pension is reduced 
by as many percentage points as the 
dip exceeds 10%.” 

The plan represents an honest at- 
tempt to solve one of the most trouble- 
some pension problems, and merits 
careful consideration. -0- 


New treatment of 

employees’ termination pay 
THE HIGHLY SPECIALIZED PROVISIONS of 
old Sec. 117(p), which under certain 
circumstances allowed capital gain 
treatment of amounts received by em- 
ployees for release or assignment of 
rights to receive a percentage of future 
profits after termination of employ- 
ment, have been repealed. However, the 
repeal does not affect individuals with 
employment contracts entered into be- 
fore August 16, 1954. Thus the old 
treatment is still available with respect 
to payments received on termination of 
earlier contracts. -0- 
Section 107 applied to some fees of 
lawyer. Taxpayer claimed the right to 
spread certain legal and trustees fees 
back over the years earned under Sec- 
tion 107. As to $750 for services ren- 
dered a client on various unrelated 
items from 1940 to 1947, the Court 
said this was not for one continuous 
service. 

As to services rendered the estate of 
the same client the evidence showed 
that the period during which the serv- 
ices were rendered was 40 days short 
of 36 months. 

As to services rendered to another 
estate, 107 does apply. His fee for legal 
services may be separated from his 
commissions as trustee. The fee meets 
the requirements of Section 107. Leon 
R. Jillson, 22 TC No. 132. 
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TAX CONSEQUENCES OF 


Corporate organization 


and distributions 


EDITED BY JACKSON L. BOUGHNER, EI.B., CPA 


How the new law affects corporate 


distributions of stock and property 


THE NEW CODE has made vast strides 
towards one of its primary objectives 
of covering all of the foreseeable con- 
tingencies which arise whenever even 
the simplest concept is being written 
into the tax law. It is not possible to 
draft such a law briefly or in simple 
language. Too many variables— too 
much cross referencing — too much 
history —are involved. Consequently, 
a first reading of some sections, with- 
out a specific problem in mind, is be- 
wildering. The approach taken in this 
article is to explain the sections with 
which it deals in simple basic English 
in the hope that such an explanation 
will make it easier to read the sections 
themselves. In this connection the Re- 
ports of the House, Senate and Confer- 
ence Committees, are of invaluable as- 
sistance in arriving at the meaning of, 
and necessity for, the language used. 


Sec. 301: Distributions of property 
Section 301 explains how a distribu- 
tion of “property” by a corporation is 
taxed to the shareholder. The 
word “property” is specifically defined 
in section 317(a) to mean (i) money 
and (ii) securities and any other prop- 
erty, excluding stock or stock rights of 
the corporation making the distribu- 
tion. Hence, stock dividends and stock 
rights are not covered by Section 301. 

Individual shareholders and corpo- 
rate shareholders are treated differ- 
ently in fixing the amount of the dis- 
tribution. In the case of the individual 
shareholder such amount is the money 
plus the fair market value of other 
property distributed. In the case of a 
corporate shareholder such amount is 


to be 
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the money plus the lesser of (i) the 
fair market value of the property and 
(ii) the basis of the distributing cor- 
poration for the other property, in- 
creased in the amount of recognized 
gain to the distributing corporation in 
cases where the property distributed 
is Lrro inventory or property subject 
to a liability in excess of its basis. (See 
Section 311 (b) and (c). 

The amount determined as above is 
reduced — but never below zero — by 
the amount of any liability of the cor- 
poration assumed by the shareholder 
and the amount of liability to which 
the property is subject immediately be- 
fore and after the distribution. 

Fair market value for the purposes 
of this section is determined as of the 
date of distribution. 

Having arrived at the value of the 
distribution, Sub-section (c) explains 
how it is taxed to the shareholder. 
First, the part of the distribution which 
is a dividend (as defined in Section 
316) is included in gross income. Sec- 
ond, the part which is not a dividend 
is applied against and reduces the basis 
of the stock in respect of which the 
distribution is made. The amount not 
treated as a dividend is taxed as a 
capital gain except pre-March 1, 1913 
increases in value are exempt from 
tax. The Senate Committee Report 
makes it clear that, although not spe- 
cifically mentioned, pre-March 1, 1913 
earnings will not be taxed either. 

The section also provides the basis 
for the property received by a share- 
holder. If the shareholder is an indi- 
vidual such basis is the fair market 
value. If the shareholder is a corpora- 
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tion the basis is the lesser of the fair 
market value and the adjusted basis 
of the distributing corporation in- 
creased in the amount of gain to the 
distributing corporation recognized un- 
der sub-section (b) or (c) of Section 
311, mentioned above. 

Sub-section (e) covers an exemption 
in the case of personal service corpora- 
tions and sub-section (f) contains 
helpful cross references. 


Sec. 305: Distributions of stock 
THE GENERAL rule established by Sec- 
tion 305 is that distributions by a cor- 
poration to its shareholders of its stock 
or rights to acquire its stock are not 
included in stockholders gross income. 
This rule has two important exceptions 
—first, if the distribution is, at the 
election of any shareholder, payable 
either in stock or stock rights or in 
property, Section 301 will apply. Sec- 
ond, if the distribution is made in dis- 
charge of preference dividends for the 
taxable year or for the preceding tax- 
able year, Section 301 will apply. The 
section does not cover stock distribu- 
tions in connection with a reorganiza- 
tion nor distributions of stock of a 
controlled corporation, which were 
covered in the corresponding section 
of the House bill and which are now 
covered in Sections 354 and 355. It 
will be recalled that, formerly, taxa- 
tion of a stock distribution was de- 
pendent upon whether the proportion- 
ate interest of a shareholder had been 
changed by the distribution. The pro- 
portionate interest test, as exemplified 
by the Koshland (298 US 441); Gow- 
ran (302 US 238); and Weigand (194 
F 2d 479) cases, has been eliminated. 
In case of the provision regarding 
the election to take stock or property 
it should be emphasized that this sec- 
tion applies if “any” stockholder has 
such right of election and regardless 
of whether the election is exercised be- 
fore or the declaration of the 
dividend. Again, helpful cross refer- 
ences are given in the final subsection. 


after 


Sec. 307: Basis of stock and rights 

Tue Basis of stock and stock rights 
which are excluded from gross income 
by Section 305(a) is covered by Sec- 
tion 307. Sub-section (a) of section 307 
provides that the basis of the “new 
stock” (the term covers both stock and 
stock rights distributed to a share- 
holder), is determined by allocating the 
basis of the “old stock” (that is the stock 
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with respect to which the new stock 
is distributed), between the old and 
the new stock. There is nothing new 
in this provision but an important ex- 
ception has been provided by sub-sec- 
tion (b) which will relieve many 
shareholders of the nuisance of mak- 
ing such an allocation when the value 
of stock rights is negligible. This sub- 
section states that such allocation need 
not be made in respect to stock rights 
if the fair market value of such rights 
at the time of the distribution is less 
than 15% of the value of the old stock 
unless the shareholder elects to make 
such an allocation. If he does not elect 
to do so the basis of the stock rights 
is zero. The election is to be made on 
the return for the year in which such 
rights are received. The final sub- 
section points out that the basis of 
stock and stock rights distributed be- 
fore June 22, 1953, is governed by Sec- 
tion 1053, which, in specified cases, 
makes earlier revenue laws applicable. 


Sec. 306: The bail-out rule 

THE PREFERRED stock bail-out was a de- 
vice successfully used (Chamberlain v. 
Commissioner, 207 F. 2d 462, cert. den. 








October, 1954 


March 8, 1954), to draw down earnings 
from a corporation at capital gain rates 
rather than taking the earnings out as 
dividends taxable as ordinary income. 
A dividend of preferred on common 
was not taxable if the proportionate 
interest test was met. Frequently ar- 
rangements were made by the share- 
holders for the sale of the preferred 
contemporaneously with or before the 
declaration of the preferred stock divi- 
dend. In the Chamberlain case it was 
held that even though the preferred 
stock was subject to immediate re- 
demption the shareholder was entitled 
to be taxed at capital gain rates on the 
excess of the purchase price for the 
preferred over its basis. 
Unquestionably the bail-out device 
required curbing. The House bill (Sec. 
309) proposed to close the loophole by 
imposing a transfer tax on the corpor- 
ation of 85% of the amount distributed 
in redemption of the preferred if the 
redemption took place within ten years 
of the preferred dividend. This section 
created a storm of protest and there 
can be little question but that it was 
seriously defective in several respects. 
(See Supplemental Statement of the 





Psychological factors needed for effective employees 


LEADERSHIP AND MOTIVATION are the two 
factors most important in maintaining 
sound staff morale, says Dr. William 
C. Menninger, of the famous Mennin- 
ger Foundation, Topeka, Kansas. The 
psychiatrist said that of all the factors 
that influenced mental health in the 
army, the foremost was leadership. 
With a fine leader, an unstable and 
even somewhat maladjusted soldier 
could go a long way, he said. These 
same principles apply equally well to 
civilian staff work. 

Dr. Menninger, who made these re- 
marks at a joint meeting of the Ameri- 
can Management Association and the 
Industrial Relations Association of Chi- 
cago, stressed also the need for ade- 
quate motivation. “Unless we help a 
man to understand what his job is and 
give him a picture of what his part on 
the team is, he can never really be a 
member of the team, can never really 
identify his own interests and aspira- 
tions with those of the larger group.” 

To make sure that personnel policies 
are psychologically sound, Dr. Mennin- 
ger advised attention to available in- 


dices of job satisfaction and job per- 
formance and development of better 
ones “so that we can interpret what 
people mean from what they say.” He 
also endorsed inventory of employee 
attitudes on the basic assumption that 
“the way a man feels and thinks de- 
termines his behavior and relation- 
ships.” 

Basic human needs that management 
should take into account in employee 
relations include, according to Dr. 
Menninger, opportunity to sublimate 
aggressions, opportunity to find satis- 
faction, security, “narcissistic needs,” 
and positive goals. 

“Ineffectiveness results mainly from 
failure to neutralize the aggressive, 
hostile drive” inherent in all of us, he 
declared. Sublimation of this drive, or 
its transfer to more constructive ac- 
tivity, depends, he said, on develop- 
ment of the ability to recognize one’s 
own aggressions, conscious or uncon- 
scious. Both work and recreation offer 
opportunity for sublimation, particu- 
larly if those activities can be made to 
involve construction or creation.” 











American Bar Association, Section of 
Taxation, filed with the Senate Fi- 
nance Committee.) 

The Senate took an entirely new ap- 
proach. Instead of an 85% tax on the 
corporation at the time of redemption, 
section 306 taxes the recipient of the 
stock dividend at ordinary rates at the 
time of the disposition of the preferred, 
Furthermore, this section, as it finally 
emerged in the 1954 Code, only applies 
to preferred issue after June 18, 1954, 
whereas the House bill applied to stock 
previously issued—one of the most 
serious objections to the House version. 

Conceding that there was a serious 
loophole which should have been closed 
the remedy appears far more severe 
than is warranted. While taxpayers 
should be restrained from converting 
ordinary income into capital gain the 
corollary proposition should apply to 
the Government. Numerous instances 
occur where preferred is issued, tax- 
free, on common where no evasion of 
taxes is contemplated and where the 
creation of the preferred is dictated by 
sound economic considerations. Section 
306 is another example of a notorious 
abuse resulting in making the reform 
pendulum swing too far. 

While the evil to be corrected is ap- 
parent and the general plan for curing 
it is clear the language used in the sec- 
tion appears exasperatingly opposed to 
comprehension. However, the problem 
is one of considerable complexity and 
admitting the solution to be correct 
the section answers more questions 
than it is fair to ask a draftsman to 
foresee. The biggest unanswered ques- 
tion which will plague tax counsel and 
taxpayers for years is the apparently 
simple one of “When is a stock not a 
common stock?” Two classes of what 
we have heretofore facilely referred to 
as common obviously have different 
rights. At what point does the “com- 
mon” metamorphose into a preferred? 

The space allotted does not permit 
of an exegesis. While a brief summary 
is necessarily inaccurate, it is hoped 
that what follows will be of assistance 
in understanding the section. 

In brief, the section introduces a new 
term “Section 306 stock” which, in 
general, means a preferred issued as 
a stock dividend when the corporation 
had earnings and profits and which was 
not taxed when issued. A dividend of 
common on common is excluded. The 
definition is contained in Sub-section 
(c) which is tightly drawn and covers 
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a number of variations and exceptions 
which this paragraph does not attempt 
to consider. For the treatment of stock 
rights and convertible stock see Sub- 
sections (d) and (e). 

If section 306 stock is sold, the 
amount realized is treated as a gain 
from the sale of a non-capital asset to 
the extent of the stock’s ratable share 
of earnings and profits of the issuing 
corporation at the time of distribution. 
If such amount exceeds the amount 
treated as ordinary income, the excess, 
to the extent of gain, is taxed as a 
capital gain. No loss on such a sale is 
ever allowed. 

If Section 306 stock is redeemed, the 
amount realized is treated as a distri- 
bution under Section 301. Therefore, 
even if there were earnings and profits 
at the time of distribution, the amount 
realized will be treated as a return of 
capital under Section 301 if there are 
no earnings and profits, accumulated 
or current, at the time of redemption. 

Sub-section (b) contains exceptions 
to the Section 306 treatment — namely, 
where a disposition other than a re- 
demption terminates the shareholder’s 
entire stock interest; where there is a 
redemption of all of the shareholder’s 
stock; where there is a partial or com- 
plete liquidation; where the disposition 
is one where no gain or loss (Section 
331 and following), is recognized; and 
where it is established to the satisfac- 
tion of the Secretary that there was 
no “plan having as one of its principal 
purposes the avoidance of Federal in- 
come tax.” The Senate Finance Com- 
mittee’s Report explains the situations 
to which it intended the last exception 
to apply — principally where minority 
interests are involved or where a 


shareholder disposes of his common 
before selling his preferred. 
Subsection (f) deals with Section 306 
stock disposed of by nonresident aliens 
or foreign corporations. Subsection (g) 
closes a loophole where low value 
stock might be issued in order to re- 
duce the amount of corporate earnings 
assigned to it with a subsequent change 
making it more valuable. Subsection 
(h) contains provisions, mentioned 
earlier, making Section 306 inapplicable 
to stock distributed under the 1939 
Code, even though the redemption or 
sale takes place after June 22, 1954. 
Whether or not one approves of 
some of the results of the new Code a 
vote of thanks is due the draftsmen. 
Initial exasperation at complexities 
change to admiration when it is real- 
ized that most questions which may 
arise have been forseen and answered 
definitively. This is a decided advan- 
tage over having to guess or to choose 
between conflicting court decisions. 
One important defect in Section 306 
is the loss of basis when preferred is 
redeemed or sold. Then entire amount 
is taxed. This is consistent with the 
philosophy that the distribution was a 
dividend to begin with. But note that 
the basis for the common has been al- 
located between the preferred and the 
common. It can be argued with great 
plausibility that the basis of the pre- 
ferred should be added back to the 
basis of the common if the entire pro- 
ceeds of the preferred is taxed. Section 
306 does not supply the answer. 
[Mr. Smith is a partner of the Chicago 
firm of Isham, Lincoln & Beale, coun- 
selors at law, with which firm he has 
been associated since his graduation 
from Harvard Law School in 1930.] .. 





New law rescues dividends in kind from 
hopeless muddle in courts & Congress 


THE RULE ON TAXABILITY of dividends in 
kind evolving from Godley, Hirshon, 
Thurlow, and Equitable Securities left 
a nice confusion into which the Sen- 
ate Finance Committee and the House 
Ways & Means Committee plunged 
with courage. If these conflicting doc- 
trines have left confusion in your 
mind, perhaps the following will help. 

Take, for example, a corporation has 
a surplus of $10,000.00. It has a build- 


ing which cost it $5,000.00 and is now 
worth $20,000.00. It distributes this 
building as a dividend in kind to its 
shareholders. 

The law is well settled that the cor- 
poration realizes no gain on the trans- 
fer to the stockholders. However, have 
the stockholders received a taxable div- 
idend of $10,000.00, which is the amount 
of the earnings and profits of the cor- 
poration at the time of the distribu- 
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tion? Or have they realized a taxable 
dividend of $20,000.00, on the assump- 
tion that the unrealized appreciation in 
value should be included in earnings 
and profits, increasing them to $25,- 
000.00? 

In I. S. Godley (19 T.C. 1082), the 
Tax Court laid down the rule that on a 
distribution in kind a shareholder 
would be taxed only on the realized 
earnings and profits at the time of dis- 
tribution. It rejected the idea that 
these earnings and profits should be 
increased by the unrealized apprecia- 
tion. This rule was incorporated in 
Section 310 of the House draft of H.R. 
8300. On page A 94 of the House report 
it is stated that this section merely 
clarifies existing law. 

Thereafter, the Godley case was re- 
versed by the Third Circuit Court of 
Appeals, and the Hirshon Trust case 
was decided by the Second Circuit 
Court, which refused to follow the Tax 
Court rule in the Godley case. 

At this point, the Senate produced 
its version of the 1954 Code, and in 
Section 312(b) incorporated the rule 
laid down by the House in its Section 
310. Under the Internal Revenue Code 
of 1954, as finally enacted, a taxpayer, 
upon receipt of a dividend in kind, is 
required to include as ordinary income 
only his share of the earnings and 
profits of the corporation at the time 
of distribution. The balance of the dis- 
tribution is considered a reduction of 
basis, and if the basis is entirely used 
up, any remaining amount is taxed as 
a capital gain. In other words, the new 
law rejects the decision of the two cir- 
cuit courts of appeal and reinstates 
the Tax Court rule in the Godley case. 

Two recent District Court cases have 
followed the Godley and Hirshon Trust 
appeals decisions. These are the cases 
of Thurlow v. United States, decided 
by the District Court for the Northern 
District of Alabama on July 1, 1954, 
and Equitable Securities Corp. v. 
United States, decided by the District 
Court of the Middle District of Tennes- 
see on June 23, 1954. 

The Senate was careful to state that 
no implications from the enactment of 
Section 312(b) were to be drawn that 
under the 1939 Code the same rule 
would be applicable. We have, how- 
ever, the interesting situation of a con- 
flict between two courts of appeal and 
the House Ways and Means Commit- 
tee as to what is existing law. It will 
be interesting to follow this in the 
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distributions in kind which will be 
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future. So far as tax planning is con- that a taxpayer has the legal right to 





cerned, however, taxpayers can rely on 
the new Code and will be able to make 


taxable only to the extent that the 
corporation has earnings and profits. 





Sixth Circuit opinion gives boost to 


planning to minimize tax liability 


Jon 8. sHASTID thinks we should point 
up vigorously the victory taxpayers in 
general achieved when the Sixth Cir- 
cuit reversed the District Court in Zenz 
v. Quinlan, (D.C. Ohio) 106 Fed. Supp. 
37. We discussed the technical aspects 
of this case in August, p. 31. We pointed 
out there that although the taxpayer 
had won in this case it did not mean 
that this question was permanently 
laid to rest. The Commissioner might 
raise the same objection in another 
circuit in order to get a conflict be- 
tween the circuits and be able to take 
the matter to the Supreme Court. 

The Zenz case contains certain 
language on the rights of taxpayers to 
reduce their tax liability, Mr. Shastid, 
who is a CPA with the Johnson Bronze 
Company, New Castle, Pa., felt we had 
not brought out strongly enough in our 
comment. He wrote us concerning the 
case, and his comments are as follows: 

Accountants and tax advisors the 
country over heaved a sigh of relief 
when the Sixth Circuit firmly reversed 
the District Court ruling on the Zenz 
case. The District Court ruling had 
cast considerable doubt on the validity 
of many legal methods of planning to 
reduce taxes. 

The facts were simple. Taxpayer was 
a widow who owned 100% of the shares 
of a profitable corporation. She wanted 
to sell to a competitor. The prospective 
_buyer was afraid of the accumulated 
earnings and profits in the corporation. 
In an attempt to avoid the risk of 
future taxes on such earnings, he 
bought part of Mrs. Zenz’ stock from 
her. Shortly thereafter the corporation 
redeemed all the remaining shares 
owned by Mrs. Zenz, for an amount 
about equal to the accumulated earn- 
ings of the corporation. 

The buyer evidently thought that by 
such redemption he would reduce sur- 
plus and minimize problems under 
Section 102. Whether this will be suc- 
cessful appears somewhat doubtful, 
since the amount paid Mrs. Zenz by the 
corporation may be allocated partly to 
surplus and partly to capital. The 


buyer’s problem has not been touched 
on by the Tax Court. 

However, we are currently con- 
cerned with Mrs. Zenz and the tax re- 
sults of her two-step sale. She un- 
doubtedly felt completely safe, in 
relying on the rule set forth in Regula- 
tions 118, 39.115(g)-1 (a) (2) (identi- 
cal with the earlier Regulations 111), 
which contains the statement: 

“A cancellation or redemption by a 
corporation of all of the stock of a 
particular shareholder, so that the 
shareholder ceases to be interested in 
the affairs of the corporation, does not 
effect a distribution of a taxable 
dividend.” 

This language seemed perfectly clear. 
Picture, then, Mrs. Zenz’ feelings when 
the Commissioner contended the entire 
transaction was equivalent to a taxable 
dividend (to the extent of accumulated 
earnings and profits). Most tax men 
thought the Commissioner was wrong; 
but when he was upheld by the District 
Court, not only Mrs. Zenz but tax 
practitioners in general shuddered. 

Clearly, if Mrs. Zenz had sold all her 
stock to the buyer, she would have 
realized a capital gain. Also, if she had 
caused the corporation to be liquidated 
and thus retired all her stock, she 
would have realized a capital gain. By 
combining the two methods as she 
actually did, she was taxed on the basis 
of a dividend, even though she was in 
fact completely out of affairs. 

At the New York University Insti- 
tute on Federal Taxation last winter, 
tax lecturers commented that the Zenz 
case “should” be reversed, but larded 
their talk with the worried comment 
that of course it “might” be sustained. 
Now the worries are over. 


For planning purposes 

So far as future tax planning is con- 
cerned, the language used in the Sixth 
Circuit’s decision appears to be im- 
portant. It goes far beyond the word- 
ing necessary to sustain the reversal. 
For example: 

“The general principle is well settled 


decrease the amount of what otherwise 
would be his taxes or altogether avoid 
them, by means which the law per- 
mits.” (Gregory v. Helvering, and Com- 
missioner v. Tower, were cited.) “The 
taxpayer’s motive to avoid taxation 
will not establish liability if the trans- 
action does not do so without it.” 
(Chamberlin v. Commissioner, cited.) 
“The question accordingly presented is 
not whether the overall transaction, 
admittedly carried out for the purpose 
of avoiding taxes, actually avoided 
taxes which would have been incurred 
if the transaction had taken a different 
form, but whether the sale constituted 
a taxable dividend or the sale of a 
capital asset.” 

Mr. Shastid quotes the appellate 
opinion further: “We cannot concur 
with the legal proposition enunciated 
by the District Court that a corporate 
distribution can be essentially equiva- 
lent to a taxable dividend even though 
that distribution extinguishes the 
shareholder’s interest in the corpora- 
tion. . . . The intent of the taxpayer 
was to bring about a complete liquida- 
tion of her holdings and to become 
separated from all interest in the 
corporation.” 

Finally, says Mr. Shastid, and for 
many tax men the key words of the 
decision — words that can be added to 
the battery of quotes available when 
a tax-saving plan has been soundly 
devised —the court added: “We do 
not feel that a taxpayer should be pen- 
alized for exercising legal means to 
secure a tax advantage. The conduct of 
this taxpayer does not appear to con- 
travene the purport or Congressional 
intent of the provisions of the Internal 
Revenue Act which taxpayer invoked.” 

Thus the Court evidently feels it is 
the duty of Congress to determine the 
law; and that it is the duty of the 
Service to operate under such law, 
instead of attempting to rewrite it. 
This appears to be a welcome return 
toward sound principles of taxation 
and of law. No taxpayer should be 
entitled to escape paying a tax justly 
due because of an improper or fraudu- 
lent act: yet the taxpayer should be 
able to 

“exercise legal means to secure a 

tax advantage” 
and also to 

“decrease the amount of what 

otherwise would be his taxes . . . by 


means which the law permits.” -o- 
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Sometimes you can deduct sour loans to 


related corporations, sometimes you can’t 


THE ADVANTAGES OF LOANING MONEY to a 
corporation, instead of contributing to 
its capital, are well-known. The repay- 
ment of the loan itself will be com- 
pletely non-taxable, whereas the re- 
demption of the stock, if the corpora- 
tion had earnings and profits, will 
probably be treated as a dividend. The 
interest is deductible by the corpora- 
tion, whereas a dividend is not. If the 
corporation goes insolvent, you have at 
least a fighting chance to deduct the 
loan as a business bad debt and not as 
a capital loss. 

In two recent cases decided by the 
Tax Court, one taxpayer succeeded in 
getting his bad debt deduction treated 
as a business bad debt, whereas the 
other taxpayer did not. These cases 
present a good object lesson. In Arvid 
Strand, TCM 1954-109, the taxpayers 
were members of a partnership en- 
gaged in the construction business. 
They organized a corporation to supply 
them with finished lumber. The lumber 
concern had to be expanded beyond 
original expectations, and the partner- 
ship advanced loans as they were 
needed. Ultimately, the assets of the 
lumber concern were destroyed by fire 
and its business was abandoned. The 
partnership took a business bad debt 
deduction for the unpaid loans and was 
sustained in this treatment by the Tax 
Court. The court found specifically 
that the debt was related to and an 
incident of the business of the partner- 
ship and, therefore, a business bad debt. 

In Louis N. Pokress, TCM 1954-128, 
a real estate broker put up earnest 
money for a client in connection with 
the purchase of a restaurant lease. The 
purchaser backed out, and the taxpayer 
acquired the stock of the business 
himself. Thereafter, he loaned it ad- 
ditional funds in order not to lose his 
original investment. Business continued 
to be bad, and the restaurant was 
liquidated. He claimed a bad debt loss 
for the amount of the additional sums 
he had loaned to the corporation. The 
court held, however, that it was a 
non-business bad debt because a real 


estate broker is not engaged in the 
business of lending money to cor- 
porations. [Discussed also on p. 43.] 
This whole question of whether a 
loan to a corporation is a business bad 
debt or not, is primarily one of fact. 
The most important element is whether 
the taxpayer is in the business of lend- 
ing money. In some cases, a particular 
taxpayer has organized several cor- 
porations and lent each of them sums. 
If the volume and frequency of these 
loans is sufficient, such a taxpayer 
would be entitled to a business bad 
debt when one of the corporations 
goes sour. Where it is his only venture, 
however, the cases are uniform that no 
business bad debt results. The Strand 
case presents a little different picture 
because there the business of the cor- 
poration was directly connected with 
the business of the partnership that 
lent it the funds. -0- 


Preferred stock treatment to 


attract executive talent 

From Marcu 9, 1954 to Avucust 16, 
1954, the best advice that could be 
given anyone who had a corporate 
problem was to come back when the 
new law was finally enacted. Tax ad- 
visers thereby accumulated a large 
backlog, which they are now gradually 
working through. One problem that we 
postponed by suggesting waiting until 
the passage of the 1954 Code has now 
come up with the urgent necessity for 
an answer. 


Executive compensation. — Some years 
ago, an energetic young man was in- 
duced to take over as executive vice 
president of a family corporation. He 
was given a contract to buy 30 per cent 
of the stock over a period of time. The 
payments coincided with the then divi- 
dend policy of the company, and every 
indication was that the stock could be 
paid for by him out of the dividends. 
After assuming his office, he realized 
that the dividend-paying policy should 
be changed. With the consent of the 
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majority ownership, he embarked upon 
a period of expansion of the company, 
plowing its earnings back into new fa- 
cilities and acquiring companies whose 
products would fit into its line. He 
then realized that the time was fast 
approaching when he would have to 
pay for his stock and that the divi- 
dends the company was paying would 
not provide him with the necessary 
funds. 

After the enactment of the new law, 
we worked out the following plan. His 
contract to purchase the stock would 
be cancelled. The corporation would 
then be reorganized. It had a net worth 
of $500,000 in common stock and sur- 
plus. Preferred stock in the total 
amount of $490,000 would be issued 
and the common stock reduced to 
$10,000 in par value. Our executive 
would then enter into a new contract 
to purchase 30 per cent of the common 
stock for the sum of $3,000. In this 
way, he would benefit from his labors 
through the future enhancement in 
the value of his common stock, without 
having to buy 30 per cent of the entire 
corporation’s value. 

The effect of this reorganization will 
be to create a “Section 306 stock” in 
the preferred. It does not appear that 
this involves any particular problem, 
unless the corporation redeems it, or 
one of the stockholders sells his pre- 
ferred stock, while retaining his com- 
mon. We would be interested in the 
views of readers on this. 

We have often had the problem of 
trying to arrange a shift in manage- 
ment that would not prove too costly 
to the new executives. The use of pre- 
ferred stock, issued in an amount 
almost equal to the net worth of the 
company, has proved very helpful. The 
old owners get preferred stock, and the 
new people get common. In due course, 
the old owners will sell out completely 
their interest in the corporation, and 
the new interests will have full control. 

-0O- 


The fine line between 
dividends & liquidation 

THE VERY THIN LINE between a taxable 
dividend and a distribution in partial 
liquidation, is brought out by the case 
of Estate of Vannie E. Cook, TCM 
1954-133. Taxpayer transferred the 
business of two corporations to two 
partnerships. These were bottling cor- 
porations, which held contracts with 
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Coca-Cola Bottling Co. The Coca-Cola 
company did not wish to transfer the 
contracts to partnerships which con- 
tained married women and minors. Ac- 
cordingly, it was necessary to leave the 
contracts and the title to the real estate 
used, in the corporations. The operat- 
ing assets, however, were transferred 
to the stockholders in partial liquida- 
tion, and by them transferred to the 
partnerships which carried on the busi- 
ness. The corporations did not engage 
in either the bottling or the merchan- 
dising business. The Tax Court, on 
these facts, held that the distributions 
to the stockholders were partial liqui- 
dating dividends and not taxable divi- 
dends. Section 346 of the 1954 Code 
attempts to define partial liquidations. 
However, unless the situation falls 
specifically under subparagraph (b) of 
the Section, relating to the termination 
of a business, we must fall back on the 
court decisions rendered under the old 
law, Section 115(c), to learn whether 
we have a partial liquidation or an 
ordinary dividend. -0- 
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How to get a stepped-up 
basis under 1954 Code 


SUPPOSE YOU OWNED a building which 
has an income tax basis to you of far 
under its present value. You would 
like to pay a capital gains tax on this 
appreciation and be able to write off 
the new value through depreciation al- 
lowances. Assume that you transfer it 
to a corporation of which you and the 
members of your immediate family 
own 80 per cent of the stock. Under 
Section 351 and Section 362 of the 
1954 Code, you will have no gain or 
loss and the basis of the property in 
the corporation will be the same as it 
was in your hands. 

If you sell it to such a corporation, 
Section 1239 provides that the gain is 
taxed at ordinary rates. It is of interest 
to note that Section 1239 refers to a 
sale or exchange “directly or indi- 
rectly.” Therefore, any series of trans- 
actions which ended up with the own- 
ership of the property in a corporation 
in which you had 80 per cent control, 
would probably fall under this section. 
For example, if you transferred the 
property to a new corporation and six 
months later sold the stock of that 
company to your own corporation, the 
chances are that on the sale of that 
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stock you would have had ordinary in- 
come because you have indirectly sold 
depreciable property to a controlled 
company. 

One suggestion that has been made 
to get around these provisions is to 
transfer the property to the corporation 
that is using it, and thereafter dissolve 
this corporation. On its complete liqui- 
dation, you will pay a capital gains 
tax, based on the difference between 
the original basis of the property and 
its fair market value on the date of the 
dissolution. Since the property has 
ended up back in your own hands, it 
does not seem that Section 1239 would 
apply, since you have not sold the 
property, directly or indirectly, to a 
controlled corporation. Comments on 
this particular plan are invited. -0- 


Bank stockholder’s liability 

In Commissioner v. Adam, Meldrum & 
Anderson, Inc., decided by the Court 
of Appeals for the Second Circuit on 
July 29, 1954, a department store owned 
and operated a bank which fell into 
financial difficulties. The store was sued 
by the bank and made a payment in 
settlement of its statutory double lia- 
bility. In a well-written decision, the 
court held that payment of this ad- 
ditional assessment simply increased 
the cost of the stock to the department 
store. Since the stock was worthless, it 
thereby gave rise to a capital loss, 
rather than an ordinary loss. The court 
held that the two corporations were 
not affiliated within the meaning of 
Section 23(g)(4) of the 1939 Code, 
because the bank’s income was derived 
from interest and thereby fell under 
an exception in that section. -0- 
[Discussed also on page 42.] 


Insolvency reorganization 

ONE OF SEVERAL PROPERTIES Owned by a 
corporation was transferred to a new 
corporation, organized by the holders 
of bonds secured by that property. The 
court in Scofield v. San Antonio Transit 
Company, decided by the Court of 
Appeals for the Fifth Circuit on August 
5, 1954, very properly held that the new 
corporation could not use the basis of 
the property in the hands of the old 
corporation and that a reorganization 
had not taken place. It is only where 


all of the property of an insolvent cor- 
poration is taken over by the bond- 
holders that this rule applies. <6: 


Sale to corporation or 


contribution of capital? 

UnvER THE 1954 cope if you sell de- 
preciable property to a controlled cor- 
poration, the gain on the sale is ordi- 
nary income. Before this law was en- 
acted, it was common practice for tax- 
payers to sell property to a controlled 
corporation at a substantial gain. This 
enabled them to receive funds of the 
corporation at capital gains rates. In 
Sun Properties, Inc. v. United States, 
decided by the District Court for the 
Southern District of Florida on Decem- 
ber 18, 1953, and published only re- 
cently, the taxpayer made the mistake 
of selling his property to the corpora- 
tion at too low a figure. A warehouse 
which had been earning in excess of 
$21,000, was sold for $125,000. The 
court held that this transaction was 
made only for tax purposes and refused 
to allow the corporation any higher 
basis than that of the stockholder. The 
court held that it was merely a contri- 
bution to capital. This situation may 
arise under present law on the sale of 
non-depreciable property. -0- 


Fraud penalty for unreal 


entries in books for salary 
Tue case or Jacksonville Paper Com- 
pany, TCM 1954-116, is a good example 
of the situation that arises when undue 
advantage is taken of the corporate 
form of doing business. This is a fraud 
case. The corporation deducted salaries 
which were not paid and which the 
Tax Court did not allow. Unpaid sal- 
aries, when paid, were in an amount 
according to the ratio of stockholdings, 
without reference to the amount of 
salary which had actually been cred- 
ited to each officer. In some cases, un- 
drawn salaries were credited to a capi- 
tal stock account, which was later dis- 
tributed to the officers. A salary paid 
to the President and deducted as an 
expense was turned over to the stock- 
holders and divided by them in accord- 
ance with their stock ownership. The 
fraud penalty was sustained. 

Those of us who are constantly being 
pestered by clients to sanction trans- 
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actions that we know are not proper 
under the income tax law would be 
well advised to have a copy of this 
decision at hand. It is a good object 
lesson to those who play fast and loose 


Corporate Organization and Distributions * 63 


with the various legal forms of doing 
business and who think nothing of 
running fraudulent entries through a 
set of books, primarily to save income 
taxes. [Discussed also on p. 39.] -o- 





New decisions this month 








Bad debt allowed for loans to subsid- 
iary. Taxpayer made payments to the 
trustees of the pension fund of an in- 
active subsidiary. Upon termination of 
the trust in 1944 some $200,000 was un- 
collectible. The Court found that testi- 
mony of investment specialists showed 
that it was reasonable to expect that 
the assets of the fund would be ade- 
quate to repay advances and the loss 
was allowable. Scovill Manufacturing 
Co. v. Fitzpatrick, CA-2, 8/24/54. 


Stockholders collection on notes for 
assets sold to corporation is dividend. 
A corporation organized by a promoter 
acquired a partnership business and 
gave the partners (including the tax- 
payer) notes of about $530,000 in part 
payment of the assets. Later upon a 
change in plan the taxpayers purchased 
all the stock of the corporation for 
$1,000. The District Court held this 
was in effect one transaction and the 
amount received by the taxpayer in 
part payment of the corporation’s note 
was taxable as dividend income rather 
than capital gain from sale of partner- 
ship assets. Findings of fact in the 
District Court indicated that the earn- 
ings and profits of the corporation at 
the time of part payment of the note 
exceeded the payment. Circuit Court 
affirmed. Houck, Jr., v. Hinds, CA-10, 
8/20/54. 


Stockholder liable as transferee of un- 
paid taxes. Taxpayer owned all the 
preferred stock in Mavco Sales Com- 
pany. The common was owned by a 
family corporation. In converging the 
two companies she accepted referred 
stock in the family corporation for her 
preferred Mavco stock. The family 
corporation took over all the assets and 
liabilities of Mavco and Mavco was 
dissolved. Mavco owed federal taxes 
and Commissioner levied against tax- 
payed under transferee provisions. The 
issuance of the preferred shares by the 
family corporation when it took over 
Maveo’s assets and liabilities is in ef- 


fect the same as if Mavco itself had 
issued the stock when insolvent. Hence 
the taxpayer is liable as a transferee. 
Net operating loss of successor corpor- 
ation could not be carried back to wipe 
out profit of Mavco and thereby wipe 
out tax liability of Mavco. Eleanor H. 
Vendig, 22 TC, No. 136. 


Basis of property recieved in Bestia. 
tion includes assumed liabilities and 
taxed dividends. [Acquiescence] Tax- 
payer received houses (originally built 
for rental) in a tax free liquidation of 
the corporation of which he was stock- 
holder. On sale of the houses the Tax 
Court held that he could include in 
their basis the liabilities he assumed 
in the liquidation and the taxable divi- 
dend he was held to have received. 
Albert Winnick, 21 TC 1029, Acq. IRB 
1954-35, 6. 


Collection by bank on loans never de- 
ducted by predecessors not taxable. 
[Acquiescence] The taxpayer acquired 
all the assets ‘ledger and non-ledger” 
of other banks. The Court said the re- 
organization was tax-free because the 
continuity of interest test is met even 
though stockholders of the old bank 
got only 60% of the voting stock in 
the new; the RFC got the other 40%. 
Included in non-ledger assets were 
loans, written off the books as required 
by the bank examiners. The Tax Court 
held that if the same bank had col- 
lected the loans, the receipt would not 
have been income and that the tax- 
payer took over the predecessors’ basis, 
and the collection is not income to it. 
The Erie County United Bank, 21 TC 
636, Acq. IRB 1954-33,4. 


112(b)(6) applies to liquidation shortly 
after acquisition. [Acquiescence] 
Shortly after the taxpayer purchased 
all the stock of a corporation, the sub- 
sidiary was liquidated. The taxpayer 
claimed the subsidiary’s basis for the 
assets received in liquidation (which 
was higher than its cost for the stock). 


The Court noted that if 112(b)(6) ap- 
plied and there was no tax on the gain, 
113(a)(15) would give the taxpayer 
the subsidiary’s basis so that the in- 
crease in tax basis would completely 
escape tax. The Commissioner argued 
that the taxpayer purchased the sub- 
sidiary’s stock with the intention to 
liquidate it and that the basis for the 
assets received in liquidation should 
be the cost of the stock. The Tax Court 
found that the intent to liquidate was 
formed after acquisition of the stock. 
Distributors Finance Corp., 20 TC 768, 
Acq. IRB 1954-33,4. 


Stockholder not liable as transferee 
for dividend paid while solvent. 
[Acquiescence] Taxpayer was held 
liable as transferee for corporation’s 
unpaid taxes to the extent of an un- 
reasonable salary paid him which ren- 
dered the corporation insolvent. How- 
ever, the Tax Court found that a divi- 
dend paid him previously did not ren- 
der the corporation insolvent and there- 
fore there was no liability as trans- 
feree to the extent of the dividend. J. 
Warren Leach, 21 TC 70, Acq. IRB 
1954-32,4. 


Payments received on bank liquidation 
are recovery of basis. In 1937 and 1939 
taxpayers paid an assessment against 
stock received from parents in return 
for life support but took no deduction. 
In 1946-1949 on liquidation taxpayers 
received back about 86% of the amount 
they paid in assessments. The Tax 
Court found the assessments were in 
fact paid by the parents but those 
payments represented their cost and 
the taxpayers’ basis. However, the ex- 
cess of this cost basis over liquidation 
payments is not allowable as a loss be- 
cause the taxpayer’s basis for loss is 
fair market value at the date of gift — 
which was zero. Frances H. Cinelli, 
TCM 1954-115. 


Securities received for unpaid interest 
on an old bond not taxable. [Acqui- 
escence] In a railroad reorganization 
old bonds were exchanged by the tax- 
payer for new bonds and stock. There 
was unpaid accrued interest on the 
bonds. Tax Court held the unpaid ac- 
cumulated interest on the old bonds 
was part of such securities and all the 
securities were not taxable under 
112(b)(3) and (c)(1). Cash adjustment 
payments however were payable as 
ordinary income. Morris Shanis, 19 TC 





64 ° 


641, William W. Carman, 13 TC 1029, 
Acq. IRB 1954-31,6. (Nonacq. with- 
drawn). 
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Rent to personal holding company from 
affiliate not exempt. Taxpayer, a per- 
sonal holding company, accrued rent 
each year from 1941 to 1951 from a 
lumber company, all the stock of which 
was owned by its stockholders. In 1951 
the two companies merged. Commis- 
sioner assessed a personal holding 
company surtax for 1948. Taxpayer 
contended the tax did not apply in 
1948 as there was no real expectation 
of payment and moreover the rent was 
for the use of corporate property by 
the shareholder and therefore not per- 
sonal holding company income under 
502(f). The Tax Court held the rental 
was not within 502(f) as the property 
was used by the lumber company and 
not the shareholders of the personal 
holding company. Also it was properly 
accrued. No penalty since it furnished 
accountant with full information. 
Parsch Realty Co., TCM 1954-142. 


Tax court upheld in finding 102 penalty. 
The Circuit Court holds that the Tax 
Court’s finding that the corporation’s 
unreasonably accumulated surplus is 
“not clearly erroneous”. It is not rele- 
vant that the Tax Court judge, who 
heard the case, dissented; the appellate 
court’s power of review is limited. The 
need for funds of other affiliated cor- 
porations is also of no significance. 

(The surplus of one corporation here 
was some $70,000; the other was $20,- 
000. Under the 1954 Code, $60,000 may 
be accumulated without penalty. Ed.) 
Latchis Theatres of Keene, Inc. v. 
Comm., CA-1, 8/6/54. 


Liquidating distribution had no fair 
. value; later realization is capital. The 
taxpayer’s gift of preferred stock in a 
housing corporation to his wife was 
valid, despite the fact that he handled 
the negotiations over its redemptions. 
The rights she received in liquidation 
to handle insurance, F.H.A. financing 
and certain power sales, of the pre- 
ferred had no fair market value; they 
would be valuable only if the housing 
project continued after the war. It did 
and the payments she received on ac- 
count of the rights were capital gain. 
J. C. Bradford, 22 TC No. 128. 


Old basis lost in bankruptcy transfers. 
See above. San Antonio Transit Com- 
pany, Scofield, v., CA-5, 8/5/54. 
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Effective trial of tax cases requires a learned bar 
THE PRACTIONER'S RESPONSIBILITY 


Goopuart, familiar with both Eng- 
lish and American legal procedure, 
has written 

“The case system ... requires a 
learned bar on which the bench can 
rely. Judicial work becomes over- 
whelming if the judge must depend 
on his own research for the relevant 
authorities. In England, with a prac- 
ticing bar limited to a few hundred 
barristers of ability and experience, 
the courts are free to assume that 
their sole duty is to determine the 
issue on the arguments advanced by 
counsel. ... In America there are as 
many able lawyers as there are in 
England, but there is also a far larg- 
er number of less competent ones. 
Unfortunately, it is of frequent oc- 
currence that the cases which are of 
the greatest importance to law as a 
science are argued by lawyers of the 
second class. In deciding the cases 
the courts too often must rely upon 
themselves.” Goodhart, Case Law 
in England and America, 15 Corn. 
L.Q. 173, 192 (1930). 

Since the complexity of the tax 
law is commonplace, judges sitting 
in tax cases are especially entitled 
to a highly-trained bar, but the Tax 
Court has instead been compelled 
to complain that it cannot always do 
the work of counsel. The Tax Court 
says “It is not the function of the 
Tax Court to dig out and develop 
a taxpayer’s case.” 1And again “He 
[counsel] may not safely rely upon 
the Tax Court to dig out and de- 
velop a case for him. That is not the 
function of the Court, and it does 
not have the time or the facilities 
to do the work of counsel.””” 

In another opinion the Tax Court 
said “We conclude this opinion by 
pointing out what should be obvious. 
When counsel fails to do the initial 
research and. brief the issues pre- 
sented to the Court, to put it mildly 


1W. A. Prater, P-H 1953 TC Mem. Dec. 
{| 53,262 (1952). 

2 Producers Crop. Impr. Assn., 7 T.C. 562, 
565 (1946). 

3 Morrisdale Coal Mining Co., 19 T.C. 208 
229 (1952). 

4 Learned Hand, Thomas Walter Swan, 57 
Yale L.J. 167, 169 (1947). 


an undesirable situation arises. It 
is unfair to the Court, it is unfair to 
counsel’s clients, and it is unfair to 
the thousands of other taxpayers 
waiting to have their cases heard. If 
the Court is required to do the ini- 
tial research (the burden of which 
rests on said counsel) as well as its 
own independent research in cases 
involved as this one an impossible 
situation will arise.’* 

In Estate of William A. Hager, 
P-“ 1946 TC Mem. Dec. J 46,226 
(1946). Judge Murdock said that, as 
the case was argued, the issue was 
whether property irrevocably trans- 
ferred in trust prior to the Joint 
Resolution of March 3, 1931, with 
the control of income retained for 
the life of the grantor, was includ- 
ible in the gross estate of the grantor, 
but that counsel for both sides had 
overlooked the Supreme Court de- 
cision in Hassett v. Welch, 303 US. 
303 (1938) and U.S. Treas. Reg. 105, 
§ 81.19 (1942), which specifically ex- 
cluded such transfer from a dece- 
dent’s gross estate. 

The task of ascertaining the effect 
of sections of the tax statute upon 
each other, when the statute has 
been amended, is the task of coun- 
sel and of textwriters, not of the 
court. Judge Learned Hand has said 
“In my own case the words of such 
an act as the Income Tax, for exam- 
ple, merely dance before my eyes in 
a meaningless procession; cross-ref- 
erence to cross-reference, exception 
upon exception—couched in ab- 
tract terms that offer no handle to 
seize hold of —leave in my mind 
only a confused sense of some vi- 
tally important, but successfully 
concealed, purport, which it is my 
duty to extract, but which is within 
my power, if at all, only after the 
most inordinate expenditure of time. 
... Again and again I have found 
myself utterly bewildered by the in- 
volution of phrase with phrase and 
of term with term... .” 


Edward T. Roehner and 
Sheila M. Roehner, 
members of the New 
York bar 
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